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FUNDAMENTALS OF CREDIT MANAGEMENT 
Part: I 


Wuat Is Crepitr? 

N OUR study of economic fundamentals, we saw that 
credit is one of two forms of purchasing power. The 
other form of purchasing power is money, or cash. 

Both money and credit are mediums of exchange, as ex- 
plained in Executive Manual 4. 

There we also saw that about thirty-nine out of every 
forty business transactions in the United States are put 
thru by the use of credit. Purely cash settlements for 
purchases, paid at the time of the purchase, comprise a 
very small part of the total business transactions. 

Even tho there were enough actual money in the coun- 
try to enable us to make all financial settlements in 
actual money, it is easy to imagine how extremely incon- 
venient this practice would be. In fact, the modern 
development of large-scale production and distribution 
could not have been attained apart from the develop- 
ment of credit as the chief means of using purchasing 
power in effecting exchanges of goods and services. 


The Time Element in Credit. It is apparent, as ex- 
plained in Executive Manual 4, that credit is a method 
of using many things other than money as purchasing 
power. 

When a corporation issues bonds secured by a first 
mortgage on its property, it is thereby, in reality, using 
the purchasing power that resides in the value of its 
property. When a very poor person puts up his watch 
as security for a small loan of money with which to pur- 
chase food, he is using the purchasing power that resides 
in the value of his watch. When another person bor- 
rows a hundred dollars from his bank or a dollar from a 


iu 
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friend, on either his written or his verbal promise to re- 
pay the loan and without putting up anything tangible 
to secure the loan, he is using the value of his reputation 
as purchasing power. Thus— 


Credit is a method of converting purchasing power 
from one form in which it cannot be used to make 
purchases, into another form in which it can be so 
used. 


What all creditors (those who supply credit) are do- 
ing, fundamentally, is lending purchasing power. When 
a wholesaler gives a retail merchant thirty days or sixty 
days before requiring him to pay for a bill of goods de- 
livered, the wholesaler is, in reality, lending purchasing 
power to that retailer. When a manufacturer receives 
the proceeds from a bond issue, he is borrowing purchas- 
ing power in the form of funds that he can use in 
expanding his business or in meeting payments on debts 
incurred in the past, such as paying the principal on older 
bonds that are matured (which is the refunding process 
explained in the preceding section on financing a busi- 
ness). 

Thus credit is linked with time, because it is the lend- 
ing of purchasing power, usually for a definite period of 
time. 


The Two Sides of Credit Transactions. Nearly all of the 
manuals on financing a business were concerned, directly 
or indirectly, with matters related to credit transactions 
—to :sure adequate purchasing power to the business 
at all times. But in those preceding manuals, credit was 
treated primarily from the side of the borrower; while 
here, in Executive Manuals 49 to 55, inclusive, credit 
will be covered primarily from the side of the lender of 
purchasing power: How and when and why credit, or a 
loan of purchasing power, is efficiently extended to oth- 
ers, and how payment of the loan when due, or when 
overdue, is brought in thru efficient collection methods. 


The connection between the two sides of the credit 


WHAT IS CREDIT? 3 


problem in business—the borrowing side and the lending 
side—is close. Efficient financing implies efficiency in 
extending (lending) credit (purchasing power) and in 
making collections. Likewise, efficiency in making col- 
lections implies efficiency in extending credit to custom- 
ers, as brought out in Part II of Executive Manual 7, 
where we had our preliminary view of the credit and 
collection problem. 


Every executive must thoroly understand both sides of 
the credit problem, for there is a credit problem in nearly 
every business. Ability to apply sound principles in 
securing credit needed in financing a business is greatly 
augmented by a thoro understanding of the principles 
and the practices that apply in extending credit to others; 
and, vice versa, thoro understanding of the principles and 
practices that apply in extending credit serves to augment 
ability in securing credit. Furthermore, low-cost financ- 
ing cannot be attained unless credit extensions and col- 
lections are efficiently handled; and they cannot be so 
handled unless the business is otherwise well financed 
along the lines laid down in preceding manuals. 


Many of the difficulties of financing a business arise 
from poor work in handling credit extensions and collec- 
tions; and poor work in handling credit extensions is 
frequently a result of the lack of a sound fundamental 
understanding of the credit problem. The executive who 
does not know what credit is, fundamentally, and why it 
is needed in business, cannot intelligently handle or 
supervise the handling of the credit problem. 


Why Is Credit Needed? Let us, therefore, lay a good 
foundation in this first manual on the fundamentals of 
credit management, so that we can secure the best pos- 
sible training from our study of the principles and the 
practices applied by successful credit men, as presented in 
this major section of our training service in Business 
Management. 
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Why is credit needed? What is the fundamental rea- 
son why vast credit structures have been built up in 
nearly all countries of the world? By a “credit structure” 
is meant the network of banks and other institutions 
organized primarily for the purpose of distributing credit 
—and credit, we remember, is, fundamentally, purchas- 
ing power loaned for a period of time. Why does one 
business give credit, or lend purchasing power, to an- 
other business? Why does one business ever need credit 
extended to it by a bank or by investors or by another 
business? 

One answer is that a business needs credit extended to 
it because it extends credit to other business concerns. 
But that, of course, is a superficial answer. 


In our study of economic fundamentals early in this 
training service, particularly in Part II of Executive 
Manual 4, we saw that interest is the price paid for the 
use of purchasing power. Business concerns often need 
more purchasing power in the form of money or bank 
deposits—that is, in a form usable for making purchases 
—than the amount of purchasing power, in that form, 
that they have available at the time. They therefore 
seek credit, or a loan of purchasing power in usable 
form—that is, in the form of money or bank credit (de- 
posits). This loan is supplied, directly or indirectly, by 
those who have more purchasing power in usable form 
than they need at the time. 


The gap between the borrowers and the lenders of pur- 
chasing power is bridged by the banks and other organi- 
zations that serve essentially as middlemen in facilitating 
the distribution of available purchasing power among 
those who need more of it in usable form than they 
happen to have at the time. 

When we remember the length of time that elapses 
between the purchase of raw materials and the produc- 
tion and sale of the finished product in a manufacturing 
plant, it is easy to understand how a manufacturer may 
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need to borrow purchasing power in financing his busi- 
ness. 

Or take the case of newly married people who want to 
buy a home, but have only enough money to buy a lot. 
Nevertheless they can, thru the use of credit, put up a 
house on the lot, live in it, and spread their payments 
for it over future years. 

Without credit, home ownership in very many cases 
would never become possible. But thru credit, the newly 
married couple or any other householder who has a 
steady income and enough money saved up to make a 
first payment, can obtain the immediate possession and 
use of a new house by obligating himself to pay the bal- 
ance over a certain term of years. 


There are three things necessary in buying a house 
on credit. The purchaser must own a lot or have cash 
sufficient to make a first payment; he must be willing to 
incur the time-payment obligation; and some person or 
organization must be willing to supply him with credit. 


The Basis of Credit. And why will someone be willing 
to supply the credit? There are several reasons. The 
main reason is confidence in the ability and willingness 
of the home buyer to keep up his regular payments over 
a period of years. 

Credit is based upon the confidence of the creditor in 
the debtor’s ability and willingness to pay. 

This confidence is the basis of willingness to give him 
credit. But why does this confidence exist? It is be- 
cause the home buyer is a man in regular employment 
with an assured income and with the apparent inten- 
tion of meeting his obligations as they fall due. Further- 
more, he stands to lose all or part of his equity (the 
amount of cash he has invested) in the property in case 
he does not keep up his payments. 

The essential features in thus buying a home are the 
same as any business transaction on credit. Both the 
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home buyer’s need for credit and the business man’s 
need for it arise from the fact that credit makes things 
of value available for use, altho the user of those things 
cannot pay cash for them at the time he acquires the 
use of them. 


THE VARIOUS FORMS OF CREDIT 


As we look over the whole field of business, we see that 
there are various forms of credit in existence, such as 
mercantile, banking, personal, and foreign credit. We 
also see that the terms under which credit may be given 
vary greatly in different fields of business. But what- 
ever the form, and whatever the terms, the basis for 
credit remains the same. It is, as previously stated, the 
confidence of the creditor in the ability and the willing- 
ness of the debtor to meet his obligation at some definite 
future time. 


Mercantile Credit. The main form of credit that we 
shall consider in all its detail in this part of our training 
service is mercantile or trade credit, which is the kind 
of credit that one business enterprise grants to another 
as a means of facilitating the exchange of goods and of 
services. 


But before we go fully into the subject of mercantile 
credit, we shall briefly survey each of the different forms 
of credit in daily use, and see how each is related to other 
forms of credit. 


Banks, Business, and Credit. In looking over the whole 
field of man’s activities, as seen at work in a modern 
industrial nation, we notice at once that the need for 
capital, in the form of purchasing power, varies as to 
time, place, and amount. This variation is caused mainly 
by the fact that the outgoing payments made by a busi- 
ness differ in amount from time to time from its incom- 
ing collections. 


The farmer needs to buy seed in the spring, but his 
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income from the harvest may not come until the fall. 
Many industries have fixed times of the year when, by 
long-established trade custom, they contract for mate- 
rials and supplies sufficient to meet the needs of produc- 
tion over a period of months ahead. The need for 
money and for credit in a form that is usable the same 
as money is therefore constantly fluctuating in various 
industries and in various parts of the country. 

Were there no ready means of quickly transferring 
money and credit from place to place as required, the 
development of production and trade would be slow and 
lifeless; for the distribution of available money and 
credit among businesses as needed corresponds to the cir- 
culation of lifeblood. The means of distributing credit 
where it is needed is mainly the country’s banking sys- 
tem, which makes credit easily available when and where 
it is wanted. 

Credit is the lubricant that makes modern business 
function smoothly, and the commercial bank is the 


oil tank that distributes the oil to every bearing in 
need of it. 


What a Bank Does. A good definition of a bank was 
that given by Frank A. Vanderlip when he said: 

The business of a bank is not in the main the reception of 
money and its safe-keeping, nor is it the lending of money. 
The money transactions of a bank are, under ordinary condi- 
tions, comparatively insignificant; almost its entire business 
consists of receiving from its customers their evidences of in- 
debtedness, which have a narrow currency, and giving to these 
customers in exchange the bank’s evidences of indebtedness 
which have a wide currency. These evidences of a bank’s 
indebtedness are then transferred from one individual to an- 
other and from one bank to another. And in that way the 
credits created serve the purpose of the medium of exchange, 
by which perhaps 95 per cent of the exchange transactions of 
commerce take place. 


Because credit is essential to the conduct of business 
as it is carried on to-day, the more effectively and skill- 
fully credit is distributed thru the intermediary of a 
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banking system, the less will be the friction encountered 
in business activities as a whole. 


We can see the power of influence on business condi- 
tions of credit distribution whenever anything happens 
to undermine the confidence on which credit rests. Politi- 
cal rumors may shake public confidence; or impending 
changes in legislation may, thru fear of their economic 
consequences, make men abnormally cautious about 
granting credit. Credit is then restricted and we say 
that “money is tight.” Actually, of course, there is just 
as much money as before; but those who possess it feel 
that more risk of loss is attached to letting others use it. 
Many of them prefer to hold it rather than to lend it for 
business uses. 


An acute form of this state of mind is seen in a finan- 
cial panic, when nearly everybody fears to lend money 
to others. Confidence in willingness and ability of debt- 
ors to pay is at low ebb, and “runs” on banks may take 
place. At such times is driven home to us the truth of 
the fact that freely flowing credit is essential to our 
industrial well-being. 


The Nature of Bank Credit. Banks, as Mr. Vanderlip 
said, supply credit of wide currency (acceptable to every- 
body as payment of debts) in exchange for credit of nar- 
row or of no currency value. That is to say, they lend 
their own credit as banks (bank credit), fortified by their 
capital stock and surplus, to business men and others 
who possess credit (purchasing power) that is tied up in 
things of value, such as stocks of merchandise, machinery, 
bonds, ete., which cannot be directly used in making 
payments to others. 


Banks also “buy” and “sell” usable credit; they, for 
example, pay interest on savings deposits and charge in- 
terest to borrowers of these deposits. 

Banks also accept on deposit all the surplus funds of 
business concerns and others, as well as the savings of 
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individuals, and place the use of these funds at the dis- 
posal of those whom they supply with bank credit. 


In short, banks are in the business of “manufacturing” 
and of distributing credit that is usable in making pay- 
ments. Their “raw material” is credit existing in forms 
not directly usable in making payments. 


For example, a certain public utility issues its bonds, 
secured by a mortgage on its property. Banks and other 
financial institutions buy these bonds, using the funds of 
depositors and investors, giving bank credit to the public 
utility in exchange for its bonds, because the banks and 
bond buyers have confidence in the ability and willing- 
ness of the public-utility company to repay the loan 
with interest. 


In principle, a big corporation that raises capital by an 
issue of bonds does nothing more nor less than any indi- 
vidual does when he borrows a few dollars from the bank. 
In either case, there is confidence on the part of the 
lender that the borrower will repay the loan with inter- 
est. In one case, this confidence is based upon the fact 
that the property pledged to secure the loan has a sales 
value which fully protects the lender; in the other case, 
confidence may rest merely upon the banker’s personal 
belief in the ability of the borrower to repay the loan and 
in his integrity. 

Belief in the credit worthiness of the borrower on 
the part of the lender is fundamental to every exten- 
sion of credit, whatever its form. 

When a business has a temporary need for more work- 
ing capital, it is bank credit that comes to the rescue. A 
short-term loan can be obtained at the bank. The 
amount loaned by the bank is credited to the bank ac- 
count of the borrower, who can then draw checks against 
it. The bank credit is employed by the borrower in a 
productive enterprise which enables him to pay a price 
(interest) for the use of the credit (purchasing power) 
and later on to return that purchasing power (pay off the 
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loan) and still have a profit on the transaction. The bank 
believes that the loan will be profitable to the borrower 
or it will not make the loan. 


The Sources of the Credit Supply. What is the real 
source of the credit supply? 


All things of value are possible sources of credit, both 
tangible things—such as real property, buildings, and 
machinery, which possess a certain money value—and 
intangible things, such as patents, copyrights, trade 
names, goodwill. Promissory notes, bonds, and other 
evidences of indebtedness are also things of value which 
may be a source of credit, as when notes are discounted 
at the bank or when bonds are put up as collateral for 
a loan. 


It is only necessary to remember that rights, or the 
title to things of money value, may be transferred from 
person to person, from city to city, and from state to 
state, upon a belief in the integrity of the borrower, and 
upon an acceptable return in the shape of interest on the 
loan, to realize how varied are the sources of credit. 


Under present-day conditions of capital distribution, 
every country, every city, and indeed every community 
of people, even the smallest hamlets, possess a “store- 
house” of credit in the shape of rights, valued in terms of 
money, which are owned by individuals and by groups of 
individuals. And banks are the principal distributors of 
credit and are the converters of tangible and intangible 
values into a useful form of credit (bank credit) which is 
available to all who can make profitable use of it. 


The Wheel of Credit. The Keysole Shoe Company, 
large shoe manufacturers, now and then purchase large 
supplies of leather. At these times their outlay for raw 
material is very heavy. 


Of course, they have a large pay roll which they have 
to take care of each week, but their regular collections 
from some. of the jobbing houses to whom they sell are 
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adequate to provide for their pay roll and other operating 
expenses, such as power, light, heat, and administration. 


With their raw-material requirements it is different. 
The thousands of tanned hides bought at one time from 
the tanneries are not for immediate but for future needs. 
They constitute a charge against the future. Properly, 
therefore, this shoe factory considers that the future 
should pay. Hence, it obtains credit (borrows working 
capital) with which to square accounts with the tanners 
—unless it happens to have surplus bank funds not 
otherwise employed. 


This needed credit may be obtained by the factory 
from the tanners in the shape of 3 to 6 months’ credit 
terms, or in the shape of a 3 to 6 months’ loan from a 
bank. In either case, the shoe factory incurs a debt 
which the future must pay. Whether the debt is owed 
to the tanneries or to a bank is immaterial so long as the 
factory obtains its credit on the most favorable terms 
possible and buys its hides at the best price, terms of 
sale considered. 


It is probable, however, that the tannery, having its 
own current expenses to handle and having to pay for 
large purchases of hides from the meat packers, will not 
be in position to give long and favorable credit terms to 
‘the shoe factory. It has a variety of urgent expenses to 
meet similar to those of the shoe factory. Hence, for it 
to loan money would not be feasible. To do this would 
require a very large amount of working capital, and it is 
not necessary to do it, because the shoe manufacturer 
can borrow the money from his banker. 


How the Bank Supplies the Credit. The shoe manufac- 
turer goes to his bank. The bank, as a supplier of its 
own credit (bank credit), is careful to distribute that 
credit where it is safe and profitable to do so, safe for 
both the bank and the borrower. : 


Therefore, the banker may ask the shoe manufacturer 
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some questions to which he expects definite and accurate 
answers. He asks these questions in order to determine 
the cause of the need for the loan and whether or not 
confidence in the ability and willingness of the shoe 
manufacturer to repay the loan when due is justified. 
Some of his questions may be as follows: 

What is your present working capital? 

What is the amount of your liquid assets? (Thatis, 
assets. which will be turned into cash within, say, one 
year). 

How much do you owe creditors? 


Have you any long-term obligations to pay off within 
a year? 


What were your net operating profits for the last two 
years? 


These and similar questions will produce the informa- 
tion a banker requires in making a loan. He would also 
ask for a comparative profit and loss statement and a 
balance sheet covering the last two years. If the answers 
to his questions and inspection of these statements indi- 
cate that the financial condition of the manufacturer’s 
business is sound and shows probable ability to repay the 
loan when due, there is no doubt but that he will be 
granted the loan. 


The Jobber’s Credit Problem. The customers of the 
shoe factory are mainly the jobbing houses, firms having 
no voice or part in either the making of shoes or in the 
retail distribution of shoes to the public. They handle 
shoes in large lots, hundreds of eases at a time, which 
they buy from the factory and sell in smaller lots to the 
shoe stores thruout the country. 


These jobbing houses, handling shoes as they do in 
big lots, have heavy bills to meet from the shoe factory. 
Their operating expenses are heavy. They have rent to 
pay, pay rolls to meet, fire and theft insurance, adminis- 
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trative expenses; and the expenses of maintaining their 
selling organization are high. 


To meet the heavy bills maturing from the shoe fac- 
tory, the jobber often needs to borrow unless he is ex- 
ceptionally well supplied with working capital. His sales 
to retailers are made thruout the year in small lots and 
largely on credit. While the jobber has a comparatively 
steady inflow of collections, he is likely to have excep- 
tionally large bills to pay each season. He buys in antici- 
pation of sales to retailers. 

Like the shoe factory, therefore, the jobber goes to the 
bank; and he, too, must answer the banker’s questions. 
These questions will be similar to those put to a manu- 
facturer, but not altogether the same, for here the secur- 
ity of a loan resides more in current assets than in fixed 
assets. The jobber’s inventories of stock, his sales, and 
his collection records and probabilities are among the 
items of interest to the banker. 


If the bank is satisfied, the jobber gets his line of credit. 
With this established, the jobber is able to meet the shoe- 
factory’s bill. The shoe factory, receiving prompt pay- 
ments from hundreds of other jobbers as well, is able’ 
promptly to repay the bank loan used in buying thou- 
sands of hides from the tanners. And the tanners, in 
turn, are able with the payments from the shoe factories 
to pay off any loans they had secured in the purchase of 
hides from the packers. Such are some of the spokes in 
the “wheel of credit.” The retailers and consumers of 
shoes are also part of this credit wheel. 


The Retailer’s Credit Problem. The final spoke in this 
wheel of credit is the consumers of shoes, the men and 
women who buy shoes from the retailers in single pairs. 


Most people buy shoes only when they need them; 
that is, when their old ones wear out. Sometimes they 
will also buy them when they do not need them, as when 
they see an opportunity for buying them at a low price 
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BANKS—which make things of value available for use in making 
payments in the form of bank credit, and which distribute 
purchasing power to borrowers who can profitably use it. 


The Flow of Bank 
and Trade Credit 


Professional men, 
Raw Materials stock, bond, and note 
brokers, mortgage 

houses, business serv- 


ice organizations, 
Manufacturers advertising agents, etc. 


Wholesalers 
and Jobbers 


Figure 1. The chart above shows the lines of flow of bank and trade 

credit. Trade credit is the granting of credit from one business to 

another or to consumers in the case of retailers. Ability to grant 

trade credit depends, in many cases, upon ability to get bank credit, 

and often upon ability to get trade credit on things purchased. Banks 

are the ultimate source of credit. They are the bulwark of the credit 
structure as above shown. 















Clients andcus- 
tomers of classes above 
mentioned. 





in a special sale, thus anticipating their needs later on. 
The point is that seasonal fluctuations in retail sales of 
shoes are not so pronounced as in the sales of shoes by 
the wholesalers; furthermore, the wholesaler sells to the 
retailer months before the retailer sells to the consumer. 
The retailer, like the wholesaler, has an income from 
sales which varies in amount from time to time in rela- 
tion to the periodic payments he must make to those 
from whom he buys his stock of shoes. 


In order to meet his bills promptly, he, too, in many 
cases goes to his bank for a loan unless his jobber is will- 
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ing to wait for payment until the retailer can accumulate 
enough money from his sales to take care of the obliga- 
tion. The jobber may give him 60 or 90 or even 120 
days in which to pay for a shipment of shoes. 


But whether the retailer borrows from his bank to pay 
for the shipment and thus secures the cash discount 
allowed for prompt payment by the jobber, or whether 
he takes advantage of the full credit term allowed by the 
jobber, he will have to supply the bank or the jobber 
with facts about his business which serve to indicate 
whether or not the loan is safe. The banker or the job- 
ber will want to know his financial condition, the amount 
of stock he carries in relation to sales, whether the stock 
is all salable at fair prices, whether his sales are growing, 
standing still, or falling off; ete. The location of the 
store in the town and the outlook for business activity in 
the town as a whole are also considered. 


If the risk of loss is not too great, the jobber is will- 
ing to give the retailer a line of credit on open account; 
that is, ship him shoes to be paid for within, say, 60 or 
90 days without requiring the retailer to put up any 
security for the “loan”—and loan it is, essentially, the 
same as borrowing money at the bank. The jobber is 
taking the place of the banker when he sells the retailer 
on open account under long terms of payment. 


The retailer, in turn, may give credit to some of his 
customers, waiting for various lengths of time for pay- 
ment. In selling to farmers, he may have to wait six 
months or a year until the farmer gets in cash from the 
sale of his next crop. If he has a large volume of out- 
standing accounts to collect and collections are slow, the 
retailer may have to use bank credit to pay the whole- 
saler, even tho the wholesaler has given him long credit 
terms. 


Such is the nature of the credit structure of the coun- 
try, which has been developed to facilitate payments of 
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debts due by all those whose incomes do not dovetail in 
point of time with their expenditures. That is the basic 
time element which accounts for the development of the 
modern credit structure cobwebbing the country. 


The Sensitiveness of the Credit Structure. Suppose there 
is a crop failure or something happens in the cities, such 
as a substantial decrease in building operations, throw- 
ing many out of work. Sales fall off and collections from 
consumers by the retailers are hard to make. How does 
this affect the credit structure? 


The fundamental effect is that confidence in the ability 
to repay loans at every point in the credit wheel is les- 
sened, and this wheel slows up in its turning. The re- 
tailer is less inclined to give credit to his customers: the 
wholesaler is less inclined to give credit to the retailers: 
the manufacturer is more cautious in granting credit to 
wholesalers; while banks are inclined toward greater cau- 
tion in deciding on loans. 

With sales falling off and with collections coming in 
slowly, many business concerns, because their current 
operating expenses cannot be proportionately curtailed, 
will have to draw more upon bank credit in order to keep 
going until conditions improve. Thus in times of busi- 
ness depression the banks become more than ever the 
bulwark of the credit structure. If they happen to be 
short of loanable funds at such a time and cannot supply 
all the bank credit needed by solvent business concerns, 
some of these business concerns will be placed at the 
mercy of their trade creditors, who may call for receiver- 
ships. Business failures are likely to increase. 

Thus the network of a country’s credit structure is sen- 
sitive to changes in business conditions, as explained 
previously in Executive Manual 3, where the movements 
of business conditions were discussed in detail. 


* * * * * * 
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Having gained an understanding of the fundamental 
nature of credit and how it is employed in carrying on 
and developing business, let us now, in Part II, con- 
sider some of the fundamental policies and principles 
applied by those who grant credit to others. 


FUNDAMENTALS OF CREDIT MANAGEMENT 
Part II 


Crepit PoLicies 


F AS many goods and as much service could be sold 
for cash as on credit, then no credit would be granted. 
Everyone would naturally prefer to do a purely cash 

trade. We see the desire for cash in the discounts that 
are granted for prompt payments of accounts. 

All credit granting involves more or less risk. The dis- 
count for cash is one means of lessening the risk of loss 
in granting credit. More important, the cash discount 
lessens the amount of working capital required by the 
creditor. More of his bills and accounts receivable are 
promptly paid. This advantage, together with the less- 
ened risk of loss, accounts for the widespread application 
of the cash-discount policy on the part of those who grant 
credit. 


Commodities and Credit Terms. The nature of the 
credit terms granted in each trade or industry depends 
very largely upon the nature of the goods handled. 

Roughly speaking, goods and service may be classified 
into two groups: those which are purchased for use by 
consumers, and those which are purchased for use in 
production. 

Goods which reach consumers quickly and are paid for 
in cash, such as perishable fruits and vegetables, do not 
require as long terms of credit in passing thru the chan- 
nels of distribution as do other goods which the public 
_ less frequently calls for, and which are sold at a slow rate 
of stock turnover. 

Cereals, such as wheat, corn, and rye, in the large par- 
cels in which they are commonly traded, are transferred 
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from owner to owner under very short terms of settle- 
ment. They are considered as cash commodities, easily 
marketable at any time if in good condition. Of course, 
in buying these “cash staples,” as they are sometimes 
called, bank credit is nearly always employed. 
Bank credit facilitates cash transactions and makes 
possible short terms in granting trade or mercantile 
credit. 

In the case of certain goods, such as pianos or auto- 
mobiles, which are bought only at infrequent intervals 
so far as the individual consumer is concerned, credit 
terms are usually long. Here, however, bank credit 
serves to shorten the terms allowed by manufacturers to 
distributors. 

When, years ago, automobiles were scarce and were 
solely a luxury, they were sold almost exclusively for 
cash to wealthy buyers. But as the industry began to 
grow, the makers soon saw that many more cars could 
be sold on credit than for cash. Gradually the install- 
ment credit plan of selling was developed and extended, 
with special finance corporations organized to underwrite 
the credit extended to consumers and to distributors, as 
explained in Executive Manual 42. 

In the case of automobiles and many other kinds of 
commodities, it is plain that— 

Credit terms offered may make just as strong a sell- 
ing appeal to the prospective buyer as the quality of 
the goods, their prices, and speed of delivery. 

Credit policies determined upon in any one business 
depend largely upon marketing conditions in that line: 
the amount and character of competition faced; the gen- 
eral financial standing of its customers; the degree of 
general prosperity prevailing in those parts of the coun- 
try where its goods are marketed; and, as stated earlier, 
the class of goods handled, or the kind of service rendered. 


Credit Extension and Competition. Many concerns that 
have thoroly established their market in a certain field 
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find that the efforts of competitors to cut into their trade 
sometimes take the form of offering longer credit terms 
or larger discounts for cash, usually both. 


It is often inadvisable to meet this competition on that 
ground, because any loosening up in credit terms exerts 
an unfavorable influence upon the customer’s mind, in 
that he is likely to become careless about meeting his 
obligations and easy-going in giving credit to his own 
customers. Furthermore, more favorable terms offered 
to one customer should also be open to all other cus- 
tomers in the same class. That is a policy followed by 
most business concerns. It is an application of the 
principle of fairness to all alike; it applies to prices as 
well as to terms. Yet, it is true that— 

Credit is justifiable where profitable business is 
secured thru its use which could not have been ob- 
tained without its use. 

But where extended credit terms merely lead to dil- 
atory collection methods on the part of customers to 
whom the terms are extended, such terms are not just- 
ified. 


In meeting competition in the form of dangerous 
credit extension, the safest policy is to maintain the 
standard terms as rigidly as possible, modifying them 
on the side of leniency only when special circumstances 
have arisen which adversely affect a debtor’s position, 
and which did not exist at the time credit was granted. 

A credit policy should never be applied in an ironclad 
fashion, but should be modified to take care of cases 
that justify special treatment. 

The terms, as standardized, should be generally applic- 
able, however; and they should, in nearly all cases, 
admit of as close collecting as possible within the limits 
imposed by the financial condition prevailing among the 
bulk of the customers. When further extensions of time 
are desirable in individual cases, care should be taken not 
to grant more additional time than is necessary. The 
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general policy which applies here is that of confining all 
credit terms within the dictates of necessity. 


If competition is met both as to price and quality of 
product, then any competing as to leniency of credit 
terms should be left to the initiative of competitors. 
This basis of competition usually results in an increase 
of uncollectable accounts. Therefore, competition of this 
kind should be avoided as much as possible. 


In the shaping of a policy as to terms, while considera- 
tion must be given to customary terms allowed in the line 
of business, it is nevertheless often possible to shorten 
the credit terms granted. To do this successfully, the 
advantages of accepting the shorter terms must be “sold” 
to customers; and they must often be impressed with the 
advantage to them in shortening the terms they allow, in 
turn, to their customers. 


Timely Changes in Credit Terms. In many lines, credit 
terms tend to vary with broad changes in business con- 
ditions. 

A profitable credit policy as to terms allows for 
variations in recognition of the fact that longer terms 
are more necessary at one time than at another. 

Handling changes in credit terms is like handling the 
reins on a horse: give a slack rein going uphill and a 
tight rein going downhill. When trade is good and col- 
lections are easy to make, keep a tight rein on terms; 
and the better trade becomes and the more generally 
the credit of the country becomes extended, the tighter 
should the reins gradually be drawn. But when sales 
come slowly and hard, it usually pays cautiously to 
loosen up on the credit terms in order to stimulate sales, 
altho collections on those terms should be made closely. 


In times of stress the right policy is to extend every 
accommodation that can safely be granted to enable 
customers to make the hill. 
During a period of business depression, many well- 
financed firms grant easier terms than they would at 
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other times, as did one large agricultural-implement com- 
pany during the depression of 1921. This company then 
wanted sales badly in order to keep their organization 
intact and utilize their large plant, so they were willing 
to carry their good customers on liberal terms—to be 
relayed along to the farmers. 


Such a policy, at such a time, is often justified, but 
whenever it is adopted, it is equally good policy to stiffen 
up correspondingly on the collection of those accounts 
that get the benefit of the easier terms. In general, it 
may be said that— 


When exceptionally easy terms are granted, a strong 
effort should be made to secure payments when due. 


Working Capital and Credit Terms. The terms of credit 
allowed are influenced by factors within a business as 
well as by conditions in the market. Chief among these 
“within” factors is the amount of working capital avail- 
able for use in the business. The smaller the amount of 
working capital available in relation to sales, the faster 
it must be turned; therefore, the shorter must be the 
credit terms allowed to customers. 


If a creditor can obtain plenty of working capital by 
borrowing at his bank, then, of course, he can be more 
liberal in granting credit to his customers. But a firm 
that habitually finances the major portion of its opera- 
tions with borrowed capital can easily be placed in a dif- 
ficult position. If bank borrowing must be curtailed when 
the firm’s working capital is largely tied up in accounts 
receivable, it may be either thrown into bankruptey or 
forced to raise money on such ruinous terms that the evil 
day is only postponed and not averted. 


Thus a firm’s credit policy is closely limited by the 
extent of its working capital and its line of bank credit. 
Furthermore, credit granted depends much upon credit 
received from suppliers. If bank credit is freely avail- 
able, then suppliers’ terms, whatever they may be, need 
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not weigh heavily. More and more is it becoming the 
practice for manufacturers and merchants to look to their 
banks to help them over the hard places rather than to 
expect this accommodation from their suppliers. 


A Manufacturer’s Credit Policy. A manufacturer’s 
credit policy is affected by the time required to produce 
the finished article and to place it on the market ready 
for sale. The longer this period is, the more working 
capital he must have tied up in goods in process. A long 
manufacturing period usually imposes the need for ex- 
tending a short period of credit to buyers. 

When a contractor erects a building or a shipbuilder 
undertakes to build a ship, various portions of the outlay 
are collectible from time to’ time as the work proceeds, 
because the long time required for completion and the 
large sums involved render such terms necessary. Bank 
credit usually plays an important part in enabling the 
owner of the new building or ship to make these pay- 
ments—the bank credit being secured by a mortgage on 
that portion of the work that has been completed. Thus 
again we see bank credit as the backbone of commercial 
or trade credit. 


The Modern Tendency of Change in Terms. Altho the 
credit policy should be flexible to take care of changing 
conditions both outside and inside the business, as ex- 
plained on preceding pages, the shortening of credit 
terms has come to be more and more the practice in 
modern business houses. Bank credit is being drawn on 
more and more to facilitate prompt payment of accounts. 
Shorter terms are also more generally accompanied by a 
“stand pat” attitude with respect to uniformity of the 
terms offered. 

As a business house grows stronger and its product 
becomes well known, a uniformity of credit terms is much 
easier to insist upon than when a house is in its early 
stages of growth. This again draws attention to the fact 
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that credit is granted in order to facilitate profitable busi- 
ness. 

Where a firm is just starting up, a promising avenue 
for distributing the product may be desired, and that 
avenue (wholesaler, jobber, retailer, or selling agent) 
may insist upon preferential terms of payment. As a 
matter of policy, the new concern may think itself forced 
to agree to the terms, knowing nevertheless that this 
preferential treatment may later on prove a handicap in 
other directions. But for the time being, in order to 
secure a profitable outlet for its product, it may agree to 
these liberal terms, hoping that soon it will be strong 
enough to sell on shorter terms, standardized and applied 
to all customers alike. 

In framing a policy of this kind, either with or with- 
out discrimination, the management of a business must 
be guided by the peculiar circumstances existing in its 
own market. 

Where preferential terms can be avoided, standardi- 
zation of terms is by far the sounder and safer policy. 

When times are normal and bank credit is readily 
available for financing private enterprise thruout the 
country, it is commonly held that the financing of every 
member of the distributing chain, from producer to con- 
sumer, is properly a function of the banks; and develop- 
ment is toward the attitude that a supplier should not be 
called upon to act in the role of a commercial bank; that 
is, to supply credit where bank credit is available to the 
customer. 

The last link in the chain of distribution—the retailer 
—has been the slowest one in taking advantage of avail- 
able bank credit as a means of accepting short credit 
terms and taking cash discounts. But retailers thruout 
the country are rapidly coming to make more use of their 
local bank’s facilities in financing their purchases. Whole- 
salers and jobbers and manufacturers who sell direct, to 
retailers are all employing credit policies which encour- 
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age their customers to look to their local banks for ex- 
tended credit when needed rather than to look to their 
suppliers. This movement is an important advance in 
business financing, for— 

When payments from the retailer are speeded up, 


this automatically accelerates payments in every in- 
dustry, clear back to the transactions in raw material. 


The Human Factor in Credit Policies. A credit policy 
that is not based squarely upon an intimate knowledge 
of the human element is likely to be unsound. The fram- 
ers of a credit policy should concern themselves as much 
with live, human values as with inanimate, material 
values, because— 

It is not merely the current financial position of a 
credit seeker that constitutes the basis for credit, but 
it is also the general trend of his business as deter- 
mined by the character and ability of the manage- 
ment. 

In its early days the Ford Motor Company had the 
utmost difficulty in persuading both suppliers and bank- 
ers of its credit worthiness. Those early creditors who 
anticipated the growth of this company by an accurate 
estimate of its human element, thereby put themselves 
in position for patronage as the business grew larger. 
How the credit man and sound credit policies serve to 
build future sales will be considered in detail in later 
manuals. 


Those prospective creditors of the Ford Motor Com- 
pany, in its early days, who failed to perceive the growth 
tendency of this business—concealed as it was in the 
strongly constructive and imaginative nature of the firm’s 
founder—were the losers. They lacked vision based 
upon understanding of human nature, as explained in 
Executive Manuals 9 to 16, where we saw clearly the 
human elements that enter into executive leadership. 


Such vision is one of the most important attributes of 
a successful credit manager. 
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Before taking up, in following manuals, the more spe- 
cific principles and practice of successful credit manage- 
ment, let us first, in Part III of this manual, briefly 
analyze the characteristics and responsibilities of a suc- 
cessful credit man. 


FUNDAMENTALS OF CREDIT MANAGEMENT 
Jeeyer JURE 


THE Crepir Man 


HEN a person without experience in granting 

credit is asked what the functions of a credit 

man are, he will usually say that a credit man’s 
function is to safeguard his firm from losses by avoiding 
bad debts. That is about as far as he will go. But all 
persons who really know about the credit man’s work 
will agree that to safeguard a firm against losses is only 
one side of a credit man’s work. 

The good credit man is much more than a protective 
agent. While he carries a shield against losses, he wields 
a sword for profits. He avoids losses by withholding 
unwise credits, certainly; but he also makes profits by 
extending his firm’s credit in cases where a very high 
order of business judgment needs to be exercised. To 
exercise this kind of judgment he needs thoro knowledge 
of business management as a whole. His judgment is 
exercised in determining the value of what his firm’s 
customers are doing, what they aim to do, and how. 


He Knows All Departments of Business. The good credit 
man is not actually a salesman, but he must be able to 
determine whether or not his firm’s customers and pros- 
pective customers are pursuing the right sales policies 
and developing profitable business, whether or not they 
are properly reaching their markets, and whether or not 
their volume of sales on credit is in a safe proportion to 
their available working capital. 

The good credit man, likewise, is not actually an expert 
on production, but he knows what constitutes sound and 
economical production. He knows how to spot excessive 
overhead or other factory expenses; he can tell when 


27 


28 FUNDAMENTALS OF CREDIT MANAGEMENT 


labor is handled inefficiently; he can tell when goods in 
process are not economically routed thru a factory; and 
so on. 


Again, in his own sphere as a credit man, he may have 
little or nothing to do with his firm’s administrative prob- 
lems. But he knows how to size up the efficiency of the 
administrative policies and practices of his firm’s cus- 
tomers and prospective customers. 

Obviously, it is essential that— 

Credit men must be on familiar terms with the work- 
ings of all the main departments of business organi- 
zation and management. 

It is also true that those who seek credit must be able 
to supply the credit man with essential facts concerning 
any or all departments of their businesses. Training in 
business management as a whole is essential both in 
granting and in securing credit. 


Credit Men of To-day and Yesterday. There was once a 
time when to be a satisfactory credit man called for much 
less training in business management than is required 
to-day. 

In former days, the three C’s of credit—character, 
capacity, and capital, which are the three fundamental 
factors in judging the credit worthiness of an applicant 
for credit—were known to business men, but they were 
not applied with the same proportional degree of em- 
phasis as they are applied by the modern credit man. In 
bygone days, the credit man, in passing upon the credit- 
seeker’s application, spelled Capital with a big “C,” while 
he spelled capacity and character with small “e’s.” In 
other words, he laid the greatest emphasis upon the 
extent of the immediate capital resources of those to 
whom he granted credit. 


To-day an efficient credit man is inclined to spell Char- 
acter and Capacity with car sal “C’s,” and spell capital 
with a small “e.” ; 
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Another important change in credit management is the 
present-day exchange of credit information. In former 
years the firm granting credit had few facts to go upon. 
Great credit-fact clearing houses, such as Dun’s and 
Bradstreet’s, were undeveloped, and only incomplete 
service in securing facts was available. Business men 
among themselves, even when not in competitive lines, 
were chary about interchanging credit facts. To com- 
municate facts relating to credit safety, obtained in the 
course of business dealings, was a violation of confidence. 
These facts were considered as trade secrets which should 
be withheld from the knowledge of others. 


But all this has changed. Business men have come to 
realize that the exchange of credit information, in its 
effect upon trade in general, can damage only one per- 
son—the dishonest man. Everyone else is beneficially 
affected. If we think of bankruptcy as a swamp which 
everyone wants to steer clear of, it is plain that we are 
doing a service to all in warning them of its whereabouts. 
And this is what the present-day general exchange of 
credit information does. 


The Credit Man Must Know Men. The human factor in 
a credit man’s work has been mentioned in connection 
with the vision he must have. One of the essential quali- 
fications of a credit man is that— 

He must know human nature; he must be a practical 
psychologist; he must be quick to perceive motives 
and to discriminate between truth and fiction. 

This does not by any means signify that he must har- 
bor a constant feeling of suspicion. On the contrary, 
his attitude toward every applicant for credit should 
convey the impression, implied rather than spoken, that 
“We are confident you are going to do the right thing by 
us, and prove yourself worthy of credit.” 


Of course, where the credit man has personal contact 
with the credit seeker, he has a better opportunity to put 
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his knowledge of human nature to good use than when 
contact is made thru the mails. 


Tact Employed in Personal Interviews. It is in his per- 
sonal contacts particularly that a high-grade credit man 
will exhibit that essential attribute of tact. He must 
often be able to get answers to questions without directly 
putting the questions. 


One efficient credit man has given a useful formula, 
based upon his experience, for getting the real facts from 
a credit applicant in the course of a personal interview. 


First, he sees to it that the interviewer is seated in a 
comfortable chair. He then begins the conversation with 
an allusion to some subject quite remote from the pur- 
pose of the interview. The applicant relaxes and is 
_ relieved from the feeling that he is in for a lengthy cross- 
examination. 


Then, in a quiet and friendly way, this credit man 
proceeds to discuss his visitor’s prospects, speaking en- 
couragingly of his efforts to improve his business, and 
showing in an unmistakable fashion that he is actuated 
by one motive only—a real and intense desire to see the 
applicant make a thoro-going success of his business. 


While this friendly discussion is going on, this credit 
man is mentally taking notes on all the important facts 
relating to credit worthiness which the applicant, almost 
unconsciously, is communicating. In this way, the really 
essential information is tactfully obtained, without any 
antagonism being aroused; and even if the applicant 
finally gets less than he asks for, he goes away feelmg 
that this firm’s dealings with him are prompted, as they 
are, by the desire to help him make a success of his 
business. 


Tact in Written ‘‘Interviews.’’ Exercise of tact is, of 
course, also needed where the negotiations for credit are 
conducted thru the mails. Hence, a good credit man 
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must be a first-class correspondent. He must be able to 
put into his letters a tone or spirit that breeds confidence 
and leads the reader to think, “Here is a man who really 
understands my business, who appreciates what I am 
trying to do, and has a sincere desire to help me.” 

To write letters that accomplish their purpose is not 
so difficult a matter as many people believe. It is mainly 
necessary that the writer express himself on paper more 
or less as he would talk to his man face to face in his 
office. The tone of the letter is a courteous frankness, 
and its effect is to get an equally frank and courteous 
reply giving all the facts for which the credit man has 
asked. 

Ability to write effective letters, as pointed out else- 
where in this training service, is one of the essential 
requirements for success in executive work in all depart- 
ments. Its importance to the credit man is apparent. 
Executive Manuals 79 to 85 cover effective business cor- 
respondence. 


Broad-Minded Vision a Requisite. A good credit man 
looks at all sides of a problem. If a business report looks 
unfavorable, he analyzes it until he sees Just why it is 
unfavorable. His next step is to look for some counter- 
balancing favorable factors or influences that in time will 
rectify the unfavorable situation of the moment. 

The late Pierpont Morgan, during the course of his 
banking career, is known on various occasions to have 
loaned large sums to individuals who possessed but two 
of the C’s of credit worthiness—capacity and character. 
They had little, if any, capital. In his view, the absence 
of capital in certain cases was more than counterbalanced 
by the inherent business capacity and particularly by 
the sterling honesty of the men seeking the loan. 

Particularly where it is the case of a new firm launch- 
ing an enterprise on its initial trip in the sea of credit, 
the credit man must exercise broad-minded vision. The 
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immediate prospects of the new business may look slim 
and its resources as to capital may be meager, but— 
If the credit applicant has capacity and character and 
is starting a business that seems to possess a real field 
for development, then a farsighted credit man will 
often allow these things to outweigh the lack of 
ample capital. 

He knows that his extension of credit is, in reality, 
a loan of working capital. He uses vision by forming 
a picture of what the new business may become, and 
decides accordingly. 


Of course, he takes a business risk; the new concern 
may fail. But the builders of hundreds of large business 
concerns thruout the country know that their own growth 
has been largely due to the encouragement, by way of 
credit extensions, that they have in the past given “the 
small man.” In helping him to build up, they help them- 
selves; his upbuilding contributes to their upbuilding. 
Thus we can see that— 

A credit man of true vision is a constructive upbuild- 
ing force in the world of business. 

As the small business grows big with the help of credit 
men of vision, that business remains as a loyal customer 
of the suppliers who helped it when help was most 
needed. 


Freedom from Bias Is Essential. A credit man who pos- 
sesses vision of the kind mentioned above has to keep 
himself entirely free from bias. Because his firm incurred 
a loss the month before on a certain kind of risk is no 
reason at all for not fully investigating another offer of 
a new account that looks like a similar risk. If there 
are no essential differences in the present case from the 
former case, he may still supply credit, but on safer 
terms. He may find, however, that the capacity and the 
character of the new account are more favorable than 
the one on which his house sustained a loss the month 
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before. Whatever the outcome, full investigation of the 
new account is essential. 
In passing upon credit applicants, one applicant must 
not be made to suffer for the shortcomings of 
another. 

On the contrary, the shortcomings of those to whom 
credit has been granted must serve as the basis for more 
constructively .serving the needs of other applicants. 
Every proposed new account is a problem by itself. 


Examples of lack of vision are to be found in numerous 
cases where new industries are beginning to develop, 
such as radio. When the motor car was new, makers 
had the greatest difficulty in securing credit, both from 
bankers and from suppliers. Their product was looked 
upon by many as a fad, an untried experiment, pos- 
sessing no element of possible financial success. Many 
automobile manufacturers in the early days went to the 
wall for lack of credit accommodations; and their failure 
damaged the credit of others in their line. More unbiased 
vision on the part of credit men would have cut down 
the high failure record in this line at the start, by sup- 
porting better those concerns which had a reasonably 
zood product and good management, but needed more 
credit as the lifeblood of their enterprises. 


Withholding needed credit thru shortsighted bias has 
been the principal cause of many business failures. Free- 
dom from unwarranted bias or prejudice is one of the 
most essential characteristics of credit men. 


The Well-Informed Credit Man. To measure up to his 
job, a credit man must be well informed, particularly con- 
cerning trade conditions in the lines to which his house 
supplies products or services. He gets this information 
largely from trade publications dealing with those indus- 
tries in which his firm’s customers are engaged. 


The trade paper, if intelligently studied, often proves 
to be a mine of valuable information to the observant 
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credit man, not because of the facts it gives relating to 
the internal conditions in individual firms, but because 
he gets from a good trade paper facts relating to the 
general trend of conditions in a particular industry. 

The trade paper tells him whether or not business is 
good, whether it is getting better or getting worse, and 
just what the prospects are. If the ABC Manufacturing 
Company has just secured a large contract, the trade 
paper mentions the fact. If certain materials are hard 
to get, if labor conditions are difficult, the trade paper 
makes the facts known. All these trends and tendencies 
the credit man notes for use in modifying and applying 
his credit policy from time to time. 


Facts, to be utilized, have to be tabulated, and the 
tabulation involves a well-ordered method of collecting 
and arranging the information. The capable credit man 
sees to it that this is done. He or his assistants must 
gather the data needed and place it where it can be 
readily consulted. 


The well-informed credit man, as emphasized else- 
where, must know the principles that underlie the suc- 
cessful operation of all the different kinds of businesses 
with which he deals. He must be able to tell, from the 
facts he gets, whether or not a particular concern is really 
applying those principles. 


Financial Statements and the Credit Man. One of the 
most important sources of credit information is the 
signed financial statement from an applicant for credit. 
Later on, we shall make an intensive study of financial 
statements, adding much to our first survey of these 
statements as covered in Executive Manual 44. Here 
let us briefly consider the main purpose of the financial 
statement from the viewpoint of the credit man. 


When truthfully drawn up, a financial statement shows 
the net worth of a business. When compared with previ- 
ous financial statements, it reveals the trend of change 
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in the business, whether weakening or strengthening. 
The credit man is able to determine the current financial 
strength or weakness of a business, also the probable 
trend of change in the financial conditions of the busi- 
ness, including consideration of the effect of granting the 
credit applied for, by his study of the financial state- 
ments of a business. 


Like a banker, he is interested in the assets with 
respect to their cash convertibility, and in the liabilities 
with respect to their dates of maturity and amounts in 
relation to probable income from sales. 


Our training in accounting practice and principles, 
which every executive must have, will come a little later 
on in the section on accounting and statistical control. 
A credit manager in particular must know what the facts 
presented in an accounting form really signify. When a 
statement looks highly favorable, he must be able to 
compare intelligently one item with another and deter- 
mine whether or not each is in the right proportion. He 
knows that a “dressed up” statement, altho technically 
correct, can be made to look more favorable than actual 
conditions in a business warrant, as by omission of cer- 
tain relevant information which the statement should 
contain. 


The credit man must be able to pass judgment accu- 
rately and quickly on accounting matters, with merely 
a sheet of figures before him. 


The Executive Work of Credit Management. The credit 
manager’s firm may carry thousands of credit accounts, 
requiring him to have many assistants who pass on credit 
transactions. If so, the credit manager must possess high 
executive ability. He cannot be burdened with a mass 
of detail work. But whether he does all the actual work 
in granting credits or delegates work to many assistants, 
reserving his own time for passing on the more difficult 
cases, he should so plan his work as to be free at times 
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to map out fresh avenues of service thru which his 
department may effectively serve the interests of the 
business. 

Like the managers of other departments, a credit man- 
ager’s usefulness depends largely upon successful delega- 
tion of important duties to subordinates. His assistants 
‘ must know how to judge applicants for credit, and they 
must be familiar with the signals of danger—as when 
habitually prompt discounters miss a few discounts, or 
when a good customer begins to show a tendency to over- 
buy, possibly under pressure from the sales department. 
The credit man and his assistants must be able to inter- 
pret correctly all such signs as indicate the unusual 
and the abnormal. These signs of danger must auto- 
matically be brought to the attention of the credit man. 
He must train his assistant credit men methodically to 
watch for those things which he himself has an eye for. 
This “multiplication of himself,” as it were, is the mark 
of the true executive. 

Whether an executive grants or secures credit to or 
from a bank or another business firm, he must know 
where and how to secure credit facts which form the 
basis of decisions as to the amounts of credit that will, or 
will not, be granted. In Executive Manual 50, which 
follows, we shall analyze the sources of credit informa- 
tion, and then find out how to use this information as 
the basis for determining credit worthiness. Executive 
Problem 49 will prepare the way for a study of Executive 
Manual 50. . 

A thoro study of all the following manuals on credits 
and collections is very important as a part of training 
for executive work, because many business concerns trace 
serious losses of good customer accounts, as well as an 
accumulation of poor-paying accounts, to inefficiency in 
this department. The credit man supplements and com- 
pletes the work of the salesman, for we remember that 
a sale is not really completed until the purchase price 
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has been paid. Furthermore, the credit department 
requires the co-operation of many other departments of 
a business, as emphasized in Executive Manual (eis 
entire section on credits and collections is essential in 
rounding out training for executive work, because it is 
necessary for all other major departments of a business 
to be managed with an eye for rendering the kind of 
service that facilitates collections by cutting down cus- 
tomer claims of one kind or another. Ability to handle 
collections will be developed in Executive Manuals 54 
and 55. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 


use, sO you need not send it in to the University. 








1. Was the merchant who said, “We don’t give 
credit; we grant credit,’ an accurate thinker? 


Check 


Yes 


No 








2. Is it true that a great proportion of business 
transactions can be conducted on a credit basis because 
the “great majority of the people are honest’? 





3. A certain general manager of a large concern 
stated that most credit investigations were wasted 
energy, because most customers pay anyway. Did he 
have the broad view a general manager should have? 





4. One of the features responsible for such extensive 
sales of automobiles is the widespread practice of selling 
on the installment plan. Can that statement be true? 





5. There was no doubt that payment would be forth- 
coming and that the order was a profitable one, but the 
credit manager turned it down because the customer in- 
sisted on terms of sixty days, a longer period than the 
“standard terms” which this credit man was accustomed 
to grant. Is this credit procedure profitable? 





6. Competition in price and in quality, but in credit, 
never! Does that slogan cover a principle of sound 
business ? 





7. Is it good policy every time business goes into a 
slump to tighten up on collections? 





8. A manufacturer distributing a food “necessity of 
life’ standardized his terms in every part of the coun- 
try to fifteen days net and advertised, “We treat all cus- 
tomers alike.” Is that good business practice? 


9. If all retail businesses were conducted on a cash 
basis, most of the manufacturer’s credit and collection 
problems would be solved. Do you agree? 
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10. A proposed system of records for credit control 
had spaces ruled off so that the probable trend of each 
customer’s business could be indicated a number of 
months in advance. Is this practical as a general 
proposition ? 


11. The assistant credit man passed unfavorably 
upon two orders from two new dealers just starting in 
business, without referring them to his manager, because 
it was obvious to him that their financial position was 
weak. Would it have been better for him to refer them 
to his manager? 
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Executive Problem 49 


ABILITY AND CHARACTER AS A BASIS FOR 
EXTENDING CREDIT 


Judging the Applicant 
Unver THe LaSaLtte Prostem Meruop 


UMAN nature is perhaps the most vital 

factor in every department of business 
today. The credit man who is a good judge of 
character should be able to make of himself 
an effective business-building force. The 
credit man who is not a good judge of char- 
acter is likely to find trouble staring him in 
the face at every move. This executive prob- 
lem will try out and develop your ability along 
these lines. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed, 
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ABILITY AND CHARACTER AS A BASIS 
FOR EXTENDING CREDIT . 


In tackling this problem keep fundamental principles 
carefully in mind and be guided by the actual conditions. 
You as a credit man must now put your knowledge to 
practical application. 

All factors do not enter every case. Choose and elimi- 
nate and add to the best of your ability, but have a 
definite method of analysis. 

Put facts together, and interpret rightly. For instance, 
a good capital rating is often an indication of ability, 
because it takes a capable man to acquire capital. 

Take nothing for granted. Here is your problem. 


STATEMENT OF THE PROBLEM 

A large jobbing house in St. Louis, dealing in men’s 
furnishings, such as shirts, underwear, ties, and socks, 
has built up a valuable business on the policy of extend- 
ing credit to new customers, based to a great extent on 
the personal elements of character and capacity. 

Its methods consist in seeking out promising young 
men with energy and ambition to whom it extends credit 
on liberal terms, on the condition that all their require- 
ments in the future shall be filled at this jobbing house. 

This method of building up business without particu- 
lar regard for capital rating, of course requires, that the 
personal qualifications of each new customer be thoroly 
known to the credit man passing on such credits. Two 
typical instances of these character and capacity risks 
are here described by the credit man of this jobber of 
men’s furnishings. 
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“Some time ago, a nice, clean-cut, young fellow from Arizona 
came in to see me. He told me he was thinking of setting up in 
business for himself in a small but growing town in that state. It 
developed that he had been a brakeman on the Santa Fe. What 
impressed me about him was the earnestness with which he dis- 
cussed his prospects in his chosen location, how such and such a 
store wasn’t doing very well owing to poor management, and how 
a real up-to-the-minute store giving first-class service would be a 
real benefit to the community. 


“Ae hadn’t much capital, only $3,000, and even that had been 
borrowed from some of his wife’s relatives. As a reference he gave 
the name of his former superintendent on the railroad. However, 
just to check up on the favorable impression his earnest manner was 
making upon me, I put to him a few straight questions. 


““Tell me, Mr. Brown,’ I said, ‘When do you expect to pay back 
that $3,000 you’ve borrowed from your wife’s relatives? You didn’t 
give any security on the loan, I suppose?’ ‘No, I didn’t,’ he said. 
‘My wife is sort of security for the repayment.’ And he gave me a 
dry smile. ‘You see,’ he went on, ‘the way I’ve figured it out is that 
with reasonable good luck in the store, that loan will be all paid off 
within two years.’ ‘Have they given you any time limit?’ I asked 
him. ‘Well, no, they haven’t,’ he replied, ‘but by consulting some 
people whom I was referred to in the same business in another town, 
I’ve figured out pretty closely the amount of business I can reason- 
ably expect to do on the capital I’ve got. Considering the size of 
the town, two years is what I make it. At any rate, I’ve told the 
lenders I can repay the loan in two years, and that is what I am 
going to aim at, 

“*That’s fine, Mr. Brown,’ I said. ‘And who’s going to help you 
run the store? Going to handle it all alone?’ ‘Why, surely not,’ 
said he. “My wife will look after the books, as well as watch the 
stock. That'll leave me free to attend to customers and see that 
they get real service.’ 


“That,” said this credit man, “Was about the substance of what 
I got out of Mr. Brown. He wanted $500 worth of stock on our 
usual terms. As security, he had no capital of his own; what he 
did have was all borrowed. He never had managed a store in his 
life, so had no successful record in that line to show. He seemed 
to be earnest and hopeful, but, as you know, hopes alone build no 
houses. 


“Ts there a basis for credit here?’ you'll ask. Perhaps, because 
it is a fact that a large portion of this house’s business has been 
built up thru O. King risks of this type. This man had made a 
study of his location and had estimated carefully his cost of doing 
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business; he knew what his competitors were doing; he had thoroly 
sized up the requirements of the town. All this advance study of 
his proposition before embarking in it showed me that he was a 
cautious man, not given to taking blind chances, and this fact alone 
would have stood out prominently in his favor had it not been that 
he had had no previous store-management experience. 

“Did I check him as a fair risk? Well, I’ll let you reach a deci- 
sion yourself.” . 


“Meanwhile, here’s another risk of a similar kind. 


“Some time after this case I’ve just given you, an ex-store clerk, 
Mr. Cox, of Iowa, approached me. He was about the same age as 
the other fellow, not more than 30, but with a different personality 
entirely. He put up a fine line of talk and apparently had the 
experience to back it, too. He had been clerking for several years 
for one of the biggest stores in the country. And he appeared to 
have a thoro knowledge of many lines of goods. As to capital, he 
had $9,000 borrowed from his fiancée, to whom he was shortly to be 
married. 


“Tt looked as tho his account would turn out mighty good, for 
there was both experience and capital to back it. However, I 
decided to put to him the same identical kind of questions I had 
put to the other fellow. 

“Who’s going to help you run the store, Mr. Cox?’ ‘Well, I 
guess I can hire a couple of clerks,’ said he. ‘When you’ve got the 
money, you can always hire help.’ 

““F’m, yes, that’s so,’ I agreed. ‘But don’t forget, Mr. Cox,’ I 
said, ‘that one of the first principles in starting up a new business 
is to keep your expense down to the very lowest limit until you’re 
sure your trade is going to take care of it at a profit. Can’t your 
future wife give you a hand until you get going properly?’ 

“My visitor showed a look of pained surprise. ‘My dear sir,’ 
said he, ‘my fiancée is a lady. I couldn’t ask her to mix herself up 
in the work of the store. Besides, he added, ‘she doesn’t know a 
thing about business anyway.’ 

“All right,’ I told him, ‘You’re evidently going to be the brains 
of the whole outfit.’ ‘That’s about the size of it,’ he responded, with 
a smile. 

“‘But now, Mr. Cox,’ I said, ‘when are you going to pay back 
that girl her $9,000. Have you figured that out?’ ‘Oh, I don’t 
need to worry about that,’ he said. ‘When we’re married, the 
money will all be in the family, and what’s hers will be mine, too.’ 
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“You're right, Mr. Cox,’ I said, ‘I’ll take up the references 
you’ve given, and after they’re in and prove satisfactory, I'll write 
and let you know what we can do for you. It’s an initial credit of 
$1,000 you want to start with, isn’t it?’ ‘That’s the size of it,’ said 
he, and he made ready to go. 

“So much for Mr. Cox,” continued this credit manager. “His ref- 
erences turned out all right. He was an experienced store salesman 
and his capital was to become his own. 

“Did I O. K. that credit for the amount asked? Well, you size 
up the facts for yourself along with that first case I gave you; your 
judgment should be as good as mine.” 
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SECURING AND USING CREDIT FACTS 
Part 1 


THE Sources oF Crepir INFORMATION 
HE credit man’s work calls for decisions which 
require the answer “Yes” or “No.” Whether he 
says “Yes” or “No” in any case depends upon facts 
which relate primarily to the character, ability, and capi- 
tal of the credit applicant. By capital is meant the net 
worth of a business as shown on its balance sheet. 
Information concerning the character, ability, and 
capital of those to whom credit is granted or from whom 
it is withheld must be accurate and sufficiently complete 
to serve as a sound basis for judgment; and it must be 
secured quickly in many cases. Therefore, the sources 
of this information must be well known and readily 
available. 
What are these sources? 
Let us first consider those outside agencies which have 
been organized to supply this kind of information to all 
credit men. 


The Great Mercantile Agencies. There are few engaged 
in any kind of business in the United States who are not 
somewhat familiar with the two large mercantile agencies 
which supply credit information in this country; namely, 
The Bradstreet Company and R. G. Dun & Company. 

Whether a business, new or old, operates on a strictly 
cash basis or asks credit of those from whom it buys, it 
cannot long avoid being investigated as to its credit 
worthiness by one or both of these two great mercantile 
agencies. 

These specialists in supplying information to credit 
men began to develop in the middle of the nineteenth 
century. They originally started to compile systemati- 
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cally, for a small local territory, such information regard- 
ing individuals as a lawyer would need for handling 
claims intrusted to him for collection by distant credi- 
tors. From this small beginning both of the mercantile 
agencies above mentioned have spread out until they 
now have representatives who gather information from 
all parts of the commercial world, altho their activities 
are as yet largely confined to the United States and 
Canada. 


How These Agencies Gather Information. Anyone who 
has buying or selling relations with the public is inter- 
viewed from time to time by representatives of Brad- 
street’s and Dun’s, as these agencies are commonly called. 
These representatives ask for a statement of resources 
and liabilities. 


When this statement is obtained (and it is seldom 
refused), its accuracy is tested by consulting such official 
records as the tax assessor’s and tax collector’s books, the 
registry of deeds and mortgages, transfers of title, ete. 
Also, it is verified as far as practicable by local inquiry. 


A special report is then written up containing infor- 
mation bearing directly on the risk involved in grant- 
ing credit to the business or individual investigated. 
Reputation and character, as known in the home com- 
munity; habits; tastes; and affiliations are set forth in 
this report, as well as facts concerning financial resources 
and liabilities. 


The report is then carefully studied by officials of the 
mercantile agency, and the firm or individual reported 
on is given what is known as a “rating.” This rating is 
in two parts. The first part is a capital rating, and the 
second part is a credit rating. If, for example, exami- 
nation of a report shows that a company has a net 
worth of $40,000, and the report also shows that the cur- 
rent assets are sufficient to meet current liabilities and 
that bills are paid promptly with discounts taken when 
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offered, a rating of “$40,000—first grade” would probably 
be given. 


Rating Books. Each of the commercial agencies pub- 
lishes its credit information in what is known as a “rating 
book.” There are four editions of this book each year. 
These books are loaned to subscribers, who pay a fixed 
annual sum for using them. 


The ratings given in these large volumes are classified 
by states, and the states are subdivided into cities, towns, 
and villages, arranged in alphabetical order. Under the 
name of each city, town, or village is an alphabetical list 
of firms who do business in that locality. 


Special rating books are supplied covering groups of 
states to meet the requirements of subscribers who sell 
only within specified territorial limits. Small “pocket” 
volumes covering individual cities or states are also pub- 
lished to meet special requirements. 

The ratings of businesses and individuals in these 
books are expressed in the form of a code. The key 
to this code is found in the front cover of the book. 
This code covers both the capital and credit ratings, so’ 
that by reference to the book it is possible to tell at a 
glance the amount of capital invested in the business 
and whether or not this capital is sufficient to meet cur- 
rent obligations. 

In addition to the general rating books put out by 
Bradstreet and Dun there are books put out by other 
agencies dealing exclusively with one line of business— 
such as Lyons’ rating book for the furniture business— 
which are valuable in their special fields. 


Special Reports. The two large general agencies, on 
request, send out copies of the reports they secure on 
individual business concerns. The subscriber contracts 
for a certain number of these individual reports each 
year. The cost of each report, when a contract is made, 
is about 75 cents. 
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The mercantile agencies furnish their subscribers with 
printed requests for reports, which are known as “tick-: 
ets,” as shown in Figure 1. 

These tickets provide spaces in which the subscriber 
may insert the name and address of the company on 
whom he wants a special report. Other spaces are for 
the date of inquiry, the subscriber’s signature, and the 
ticket number. 


When filled out by the subscriber, the ticket is sent 
to the nearest office of the mercantile agency. If the 
agency has a late report on file covering the firm on 
whom the special report is requested, this report is 
immediately sent to the subscriber. If not, the mer- 
cantile agency has its representative secure a report on 
this firm immediately. These representatives are located 
thruout the country. They are authorized employes of 
the agency, known as “reporters,” who are all the time 
calling on business houses in their respective localities, 
securing reports to fill special requests and to supply 
late information used in revising the rating books, which 
are thus kept up to date. 


The entire United States is portioned off in small dis- 
tricts, each one covered by its own district office, and 
one district office can send a ticket to another one for 
information in the same way that the subscriber makes 
a ticket on a local office. 


When the company inquired about is not located in 
the territory covered by the local agency’s office, another 
ticket is made out by the latter and sent to the district 
office near which the company to be reported on is 
located. 


The special reports are usually complete, giving full 
information regarding the previous history of the com- 
pany, its present condition, and its prospects. Usually 
the report also contains what are known as “trade opin- 
ions.” These are obtained by the reporter from com- 
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panies who have had dealings with the concern he is 
inquiring about, and these trade opinions usually indi- 
cate what the company’s habits of payment are. If the 
company happens to be a corporation, a brief history of 
each of its principal officers may also be included in the 
report. In nearly every case a recent financial statement 
is also shown. 


Other Services Performed by These Agencies. Mercan- 
tile agencies also perform another service, one for which 
they receive no direct pay. Special reports are sent out, 
voluntarily, giving accurate news of bankruptcies, assign- 
ments, foreclosures, important lawsuits, suspicious trans- 
fers, mortgages, fires, and serious losses of every kind. 


Whenever any unfavorable information regarding any 
company is received in the district office, a special report 
is sent to every subscriber who has at any time requested 
information on that concern. The files show which sub- 
scribers are interested and the service given by the mer- 
cantile agencies in this way is very valuable. 


No charge is made for this special service, and the 
agencies are not obliged to furnish it. 


Both of the large agencies mentioned also perform a 
service which is quasi public in character, and yet of 
considerable value to the credit man. They summarize 
and analyze information collected and issue weekly 
reports on general conditions of trade, the outlook for the 
future, crop conditions, banking returns, money values, 
rates of exchange, failures, and many other points of 
general interest. They get at the causes for failures, give 
statistics of the number of failures showing the amount 
of assets and liabilities, comparing the record of current 
failures with records of preceding months and years. 
They analyze and review the causes of failures, such as 
incompetence, inexperience, lack of capital, unwise grant- 
ing of credits, personal extravagance, fraudulent disposi- 
tion of property, and disasters. (The credit man’s use 


THE SOURCES OF CREDIT INFORMATION a 


of these statistics on failures will be explained in Part II 
of this manual.) 

Such information published in periodical form serves 
as a valuable guide, or business barometer, to all business 
men, and especially to credit men. 


The Value of Agency Service. The question of how far 
the mercantile agencies’ published ratings or special 
reports can and should be utilized is important. There 
have been failures in businesses which both ratings and 
reports designate as good credit risks. But the number 
of these cases is relatively small. 

There is ample evidence of the great usefulness of the 
large mercantile agencies to credit men in the very large 
number of subscribers who pay for their service. Like 
any other business, they could not live and grow without 
giving good service to their customers; and the more 
customers (subscribers) they have, the better the service 
they can give. 

The large rating books contain the names and addresses 
of nearly all business concerns in every line and are kept 
up to date by frequent revision. They serve many busi- 
ness concerns as directories of names and addresses of 
prospective customers to be circularized by mail or placed 
on the route sheets of salesmen. In such cases, the 
ratings afford a good basis for classification of a mailing 
list or any list of prospective customers. This directory 
service alone is worth the subscription price of the service 
to many business concerns. 


The Small Mercantile Agencies. In nearly every city of 
any size there is at least one local mercantile agency 
catering to the business men of its city. In many cases, 
they keep a record of the credit worthiness of individuals 
in their locality as well as business houses. The opera- 
tions of these smaller agencies are not extensive, but their 
reports and ratings are often of great value, particularly 
to local retail houses. 
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Some of these small mercantile eredit agencies cover 
the local territory thoroly. They render a service not 
offered by Bradstreet and Dun, who report only on busi- 
ness houses and do not attempt to give credit informa- 
tion regarding individuals, except on special request and 
in cases where the individual’s financial dealings are con- 
siderable in extent. 


Many of the smaller agencies issue rating books, altho 
their ratings are confined mainly to credit ratings, be- 
cause most of the individuals on whom they report have 
no capital rating. The reporters for these smaller local 
agencies usually obtain their information from retailers 
in various lines. 


The Value of Using Different Sources of Facts. The 
more different sources of information there are available 
to the credit man, the more complete and accurate his 
information may be. One source of facts will not only 
supplement the facts secured from other sources but will 
also in many cases serve as a check-up on the accuracy 
of information secured from other sources. Thus— 

Accuracy, as well as completeness of facts secured, is 
enhanced by using different sources of information. 

It is particularly true in passing judgment on the 
credit worthiness of a customer and especially of a pros- 
pective customer that more than one source of infor- 
mation should be used. General information must be 
checked as to its accuracy by securing specific facts which 
have a direct bearing upon it, either favorable or unfavor- 
able. The sum of favorable facts must be carefully 
weighed against the sum of unfavorable facts. This is 
another angle of the principle of balancing advantages 
against disadvantages, explained elsewhere in this train- 
ing service. 


In order to be sure of getting both favorable and 
unfavorable facts concerning the character, ability, and 
capital of a credit applicant, it is nearly always necessary 
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to draw information from different sources. In fact, it 
may be said that— 
The greater the number of sources of information 
that can conveniently be tapped, the greater is the 
likelihood that the credit decision will be the right 
one. 

That is why most firms that sell largely on credit 
maintain some sort of information-procuring organiza- 
tion of their own, in addition to subscribing to the Dun 
and Bradstreet services. One of the important functions 
of a credit department is to supplement information sup- 
plied by the large mercantile agencies. 


The Customer’s Financial Statement. The current finan- 
cial statement of the company seeking credit is, in nearly 
all cases, an important source of information. This state- 
ment must be sufficiently detailed to give the credit man 
the facts he wants. Most large concerns nowadays sup- 
ply their credit applicants with a special form which, 
when properly filled out, gives the credit man all the 
facts he wants to know about the financial condition of 
the credit applicant’s business. A specimen of this form 
is shown in Figure 2. 

These financial statements, when filled out and signed 
by the credit applicant, are not as a rule accepted at 
face value by the prospective creditor without a careful 
check by facts received from other sources. Chief among 
these other sources are the two mercantile agencies 
already referred to. 

If important items seem to be inaccurate or tell a 
story that is too favorable, further inquiry is necessary— 
without any preassumption, however, that the applicant 
has made a false statement; for it may happen that infor- 
mation from the rating agencies is not as recent as de- 
sired. Discrepancies may arise from more recent changes 
in the financial condition of the credit applicant. These 
changes may be checked by calling upon the credit appli- 
cant for special information which explains them, unless 
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a comparison of present and past statements is sufficient 
to give the reason for the changes. Executive Manual 51 
will cover the credit man’s analysis of financial state- 
ments. 


Credit Interchange Bureaus. A supplementary source 
of credit information, one that is steadily growing in 
importance, is to be found in the co-operative work of 
the National Association of Credit Men. 


Established in 1896, this national organization has 
been successful in enrolling as members credit men rep- 
resenting every industry in the United States. Its policy 
thruout has been to preach, in season and out of season, 
the value of pooling credit information for the benefit 
of all. 


In large business centers, the local credit men’s asso- 
ciation often segregates its members by industries and 
trades, so that members engaged in the same line of 
business may more easily be brought into direct touch 
with one another. 


As an offspring of the parent National Association of 
Credit Men, there has developed thruout the country a 
network of credit-interchange bureaus. The members of 
each local credit bureau supply their local bureau with 
a complete list of their credit customers. The local 
bureau maintains a list of all the customers of local 
firms on whom the local credit men may want informa- 
tion. It also forwards all the names of customers of local 
firms that may be of interest to members of other local 
bureaus to a central clearing bureau, which acts as a 
clearing house and distributes the information wherever 
it may be needed. 


When a member of a local bureau wants information 
about a credit seeker, he can get it by applying either 
to his local bureau or direct to the bureau located nearest 
to the credit seeker. These bureaus, knowing from their 
lists who have dealt with this credit seeker, can get from 
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them a statement of their experience with that credit 
seeker. They secure this information by sending out 
printed blanks, as shown in Figure 3. The information 
obtained on these reports is recapitulated and forwarded 
to the inquirer. The identity of those who fill out these 
reports is not shown. 


Co-operative interchange of credit facts organized as 
above described is steadily growing more and more effec- 
tive as a source of credit information. 


Banks As Sources of Credit Facts. Another source of 
credit information is the credit seeker’s local bank. While 
credit men differ as to the value of a statement by a 
bank regarding the credit standing of a company located 
in the community served by the bank, there are so many 
instances where information from a bank has been useful 
that this possible source should be thoroly considered. 


Particularly in the case of large wholesale houses or 
manufacturing companies which have several banking 
connections, it is found that the credit information they 
obtain thru their banking connections is very valuable. 
A bank usually desires to serve its customers in every 
way it can, and particularly in supplying facts concerning 
proposed credit risks to be accepted by its customers. 


Many of the larger banks have installed their own 
credit departments, and a satisfactory arrangement can 
often be made with such banks looking toward a mutual 
exchange of credit information. The National City Bank 
of New York, for example, has a large and exceedingly 
efficient credit department which yearly sends out count- 
less credit inquiries to all parts of the country. The bank 
desires this information because of the large amount of 
commercial paper which it purchases. This commercial 
paper comes from many points in the United States. 
Before purchasing it from the commercial-paper brokers, 
many of whom cannot guarantee it, the bank’s credit 
department must make an independent investigation. 
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Banks, therefore, may have on file much information 
of great value to credit men. 


The Commercial-Paper Broker. Commercial-paper bro- 
kers, whose business it is to purchase short-time notes 
from manufacturing and trading companies who need 
additional capital for short periods and to sell these notes 
to banking institutions who have funds to spare, gather 
up a great deal of pertinent credit information about the 
companies whose notes they handle. This source is occa- 
sionally useful in judging large risks. The information 
given is accurate, but it is not generally sought by busi- 
ness houses. 
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Figure 4. Form used in requesting eredit information about custom- 
ers of another business house. 
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Other Business Houses As Sources. References to other 
business houses with whom a candidate for credit deals 
is a source of credit information that carries considerable 
weight. Credit men in one business have considerable 
confidence in the information they secure directly from 
other business concerns about their customers. In the 
larger towns there is usually considerable direct exchange 
of credit information between business houses. This is 
generally considered a very reliable source of informa- 
tion. In using it, however, we should remember that— 

Information obtained from one who has had deal- 
ings with the credit seeker is likely to be most valu- 
able when the opinion obtained is that of a creditor 
who has not been named by the applicant as a ref- 
erence. 


This kind of information may be solicited by means 
of a form letter of inquiry, such as that shown in Fig- 
ure 4. Where the custom of exchanging credit infor- 
mation is well established, another form, such as that 
shown in Figure 5, may be used. This form is made in 
duplicate, and the firm asking information puts its own 
experience on the second sheet. Sometimes the inquiry 
is accompanied by a personal letter. 

Securing credit information from business houses is 
placed on a basis of reciprocity. A credit man cannot 
expect to secure such reports from business concerns 
unless he offers to return the favor. 

Lawyers As Sources of Credit Facts. A lawyer’s pro- 
fessional practice renders him familiar with a mass of 
facts that are ordinarily not accessible to those engaged 
in other lines of business. He is qualified to gauge the 
moral as well as the financial responsibility of many 
residents in his community, and in doing this his stand- 
point is that of a trained observer. Many “hidden” 
factors that influence business responsibility are known 
by the local attorney, especially affairs that grow out of 
litigation or out of other things affecting property inter- 
est, as indicated by official records. 
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His acquaintance with a credit applicant’s personal 
history and family affairs in many cases enables him to 
judge the moral risk involved. Wills, bequests, court 
decrees, judgments, all these things and others, such as 
local gossip, and the indirect evidence supplied by public 
comment on an applicant’s mode of life, his personal 
habits, tastes, and even his vices, are all likely to be 


Chicago, Ti ecscececeee cence 29 
Kindly give us below YOUR EXPERIENCE with 


FIN Sry) © meee eee ee BUGINCSS = ees 
P. O. 
From whom we have______- order for $ 


(Indicate whether first order) 
ALL INFORMATION WILL BE CONSIDERED STRICTLY CONFIDENTIAL 


Yours truly, 


MILLER & LOGAN CO. 


To 





eee 


MANNER OF PAYMENT 
Sold since To ANSWER—YES OR NO 


Terms EEE Discounts 


Largest amount owing 
recently. . . - © «© «© $——————_ Prompt and satisfactory 


é 
Total amount now owing, . _$————______ Slow but collectible 


Amount past due, . . . . $———____—_ Slow and unsatisfactory 


Other information |___|Days slow 


Accepts C. O. D.'s promptly 


SS eee 


2 ee eee es Settles by Trade Acccatances 





Account secured 
Notes paid at maturity 


Makes unjust claims 


| Collected by attorney 


RETURN THIS TO US 





Figure 5. The first sheet of a duplicate form used by a firm seeking 
an exchange of credit information. The second sheet gives the 
experience of the firm seeking information. 
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known by the local attorney. In fact, a competent 
attorney is often in position to render credit-information 
service that cannot be had as well from any other source. 


The great problem is how to prevail upon the local 
attorney to render this service. There is, of course, noth- 
ing improper in enlisting his best efforts, nor is it unpro- 
fessional for him to accept pay for these efforts. Lawyers 
in general are gradually coming to look upon requests 
for credit information about.the same as they look upon 
the collection of claims. They are beginning to feel that 
this service is a logical part of their regular professional 
service to business. 


A lawyer may be very busy and therefore may not 
answer credit inquiries promptly; but as a rule his 
response is prompt, especially when the form printed by 
firms which publish attorneys’ lists are used in requesting 
facts. These forms contain a few pertinent questions 
which can be readily answered. The lawyer may not 
answer each individual question, but he will+at least 
make a notation as to whether or not the man or firm 
inquired about is “good.” 

Of course, a small fee for this service is paid to the 
lawyer. 


Collection Agencies As Sources of Facts. In nearly every 
city and town there exists at least one collection agency 
which collects accounts on a commission basis. Its cus- 
tomers (those for whom it makes collections) are various 
business houses and manufacturing plants located both 
outside and inside the territory it covers. 


Arrangements can often be made with these collection 
agencies to furnish the results of their experience in 
making collections. But their reports are not often 
needed, because the large mercantile agencies usually get 
any unfavorable information bearing on the slowness 
in making payment as promptly as do the collection 
agencies. 
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The collection agency, however, is one of the many 
sources which the credit man should keep in mind. 


Credit Clearing-House Associations. Organizations com- 
posed of manufacturers or merchants in kindred lines, 
which act as clearing houses for the exchange of credit 
experience, have been in existence for many years. 


The membership of such organizations is usually made 
up of manufacturers and merchants in the larger trade 
centers of the country. These members list the names 
of all their customers, to be filed in one central office. 
They also furnish, periodically, the names of all new 
customers. The central office then posts the names from 
these lists to loose-leaf sheets, each one of which is 
headed with the name of a single buyer. These sheets 
will contain the names and addresses of the manufac- 
turers and wholesalers from whom they buy. 


Suppose a new customer wants to buy from William 
Jones & Company. The credit manager of William 
Jones & Company sends an inquiry to the central organi- 
zation for information as to others’ experience with 
the new customer. He may find that, say, six firms 
report this new customer as one of their old customers. 
Those six firms are then requested to give their experi- 
ence. They give to the central clearing house their reports 
on this customer. This information is classified in a 
typewritten report which goes to William Jones & Com- 
pany from the central clearing house. No names are 
shown; but symbols are used to indicate the kinds of 
business conducted by the firms that supply the facts. 

The clearing-house plan has the great advantage of 
giving the credit men a good idea of the credit appli- 
cant’s total dealings on credit with many of his 
suppliers. 

A number of credit clearing-house associations working 
as above explained specialize in handling credit infor- 
mation in one line of business. For example, the jewelers 
board of trade operates in the jewelry field. It is one 
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of the many trade associations doing wonderful work to 
help control credit granting. The credit interchange 
bureaus of the National Association of Credit Men, pre- 
viously cited, are similar in operation to those above 
described. 


Salesmen As Sources of Credit Facts. The salesman on 
the road knows personally the customers to whom he 
sells and many whom he does not sell, especially if he 
is confined to regular calls in one territory. He is a 
good mixer. His customers often look forward to his 
calls. He is able to acquire much valuable credit infor- 
mation. 


A salesman’s intercourse with other salesmen and his 
regular calls on customers put him in possession of all 
the late news concerning the trade in his line. He gets 
facts by observation and by inquiry on the ground. The 
information he gets ranks high as help to the credit 
man, especially in passing upon the credit worthiness of 
hew accounts; and he is often required to send-in a 
credit report on each new account he opens. Figure 6 
shows a form used in making this report. When a sales- 
man comes in from a trip, his oral reports to the credit 
man are also often very valuable. 

The accuracy and zeal of the salesman in co-operating 
with the credit man is stimulated in some cases by a 
plan of compensation to salesmen which varies directly 
with the efficiency of collections on sales in his territory. 

The salesman’s enthusiasm and desire to sell goods 
may warp his judgment as to the credit worthiness of 
those to whom he sells unless he is given a direct 
interest in the credit and collection problem. 

The main value of the salesman’s credit report lies in 
his intimate knowledge of a customer’s ability. A sales- 
man is in a position to compare one customer with 
another in the same line of trade. He knows which cus- 
tomers use modern methods and which cling to old- 
fashioned methods. He can give information regarding 
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CREDIT APPLICATION 


Salesmen will give the information below correctly, or to 
the best of their knowledge. 


Have they dealt withuus) belore tees ee ee ee 


Have you any favorable or unfavorable comments?......... 00 


Give names and addresses of references on reverse side, | 
Ghiy, Outi ait @ m0 1m chi Rome (Lefan 1 1 Gsm Sibel Le is 0) este esae re emer cee 
Stock of Mdse. on hand at low value, $...........2....2--..-----c-2-ccc-ecceeececeeeeeeeeeeeeeeeseee 
PUXbUP OS Abe LOW? Wel WO yn pecesee ewok a wree ee eee eee ene Roe ae cL eete ee Se ese ee Sapeeeaes 
Market? value of delivery Cawipment, Biv. coocee ccc cc nccrc ccc see ence cca cne cones sneeneeeres 


Real Estate—Describe and value separately, giving name of person 





RET User tii a sya aw ee ee rea se one es ae eae en deca we ancaver scans ansseunate-tes pace area 
ee ar OU eS en Re ere Oe ee Seas IRE a eb lees | 
Allmother! Assets, Ge@seripimg the maie osc ee ee. c cere c= oa nena ceca cermare erence ene | 
One 2.20 MNP Sul oe EEE Dee a cn else bee | 
Rent of business premises per month, $..........-..-..----..--2ce--cceceeceeseceeeeeeeeoes | 
ATMO UM EOL CKO Ct 1X) CCC eC Ceeeeece eset ae ea oer ee | 
SW heme willl paryimemtsiben 1 Ae ee cesses cesta ceca een ean ese eee e cece scene eae eaeeen-eeeeee 

res hp eet EES OES PR IE OR EPP Ee Salesman 
SD ab On seree cece sea a oe cae e eae aoe aac ee ones acta senee 


(Use other side if necessary) 








Figure 6. A form used by the salesman in making a credit report on 
each new customer. 
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the condition of the customer’s stock and how much 
business he appears to be doing. But the credit man 
must guard against the fact that adverse credit informa- 
tion may be withheld by a salesman if it may result in 
a “turndown” of an order he is able to get. 


Financial Manuals, Periodicals, and Reporting Services. 
For the credit man whose customers are large corpora- 
‘tions, such as railroads and manufacturing plants, valu- 
able data can be taken from the various corporation 
manuals, financial papers, and periodicals. These publi- 
cations are issued primarily for investors and speculators, 
and are not intended for the credit man. But since they 
contain many late financial statements, and in many 
cases show profit and loss statements also, it is clear 
that the credit man who deals with big businesses can 
find good use for them. 


Corporation manuals are issued each year by three or 
four different companies. They usually come out in two 
or three volumes, each issued to cover one class of busi- 
ness, such as railroads, industrial concerns, or public 
utilities. No credit man in a rail mill or a railroad- -supply 
house, for example, could afford to be without the latest 
edition of a financial manual covering the railroads of 
the country. It gives complete details of financial con- 
dition, earnings, bonded and mortgaged indebtedness, 
and the kinds and amount of capitalization of each road. 

This information concerns mainly the capital element 
of credit, not so much the capacity element, and still less 
the character element. We should remember, however, 
that— 

As a general rule, the larger the business organiza- 
tion to which credit is extended, the less is the impor- 
tance of character and ability as compared with 
financial facts and figures. 

The credit man reads trade papers of the various lines 
in which his customers are engaged. The credit manager 
of an iron-supply company, for instance, reads the foun- 
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THE MAIN SOURCES OF CREDIT 
INFORMATION 


The Large Mercantile Agencies—which supply capital 
and credit ratings on nearly all business concerns in the 
country; also special reports on individual business con- 
cerns and on certain individuals. 

The Small Mercantile Agencies—which serve either sin- 
gle industries or single localities with credit information. 
They supply, in many cases, information concerning in- 
dividuals as well as business concerns in their respective 
industries or localities. 


The Customer Himself—from whom the creditor may 
secure a financial statement and many facts concerning 
his character and ability thru— 

(a) A personal interview, or 

(b) An “interview” by correspondence. 
Credit-Exchange Bureaus—which are organizations of 
credit men who exchange credit information among 
themselves, notably that organized by the National Asso- 
ciation of Credit Men, altho there are several less exten- 
sive local credit associations in addition to the national 
association. 
Banks—which are reliable sources, particularly the 
credit-granting firm’s own banking connections, rather 
than the customer’s local bank. 
Commercial-Paper Brokers—a good, but selaom used, 
source of facts concerning larger houses that sell their 
notes to brokers. 


Other Business Houses—houses with which the credit 


_ applicant is now dealing or has dealt in the past. 


Lawyers—from whom many otherwise “hidden” facts 
may be obtained, such as litigations, transfers of prop- 
erty, and other matters recorded in the local county’s 
official records; also personal information. 

Collection Agencies—which naturally know the “dead 
beats” of a community. 

Salesmen—who, rightly handled, are invaluable sources 
of credit facts. 

Financial Manuals and Periodicals—which give financial 
facts about corporations. 
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dry trade papers, while the credit man for a shoe manu- 
facturer reads one or more trade papers in that line. 
They contain many important news items concerning 
individual buyers as well as general trade information 
which affect the credit man’s credit policy, as explained 
in Executive Manual 49. 


Information Obtained thru Interviews. In our study of 
the credit man, his need for a knowledge of. human 
nature was emphasized. This is especially important in 
obtaining information thru personal interviews. 


As suggested in Executive Manual 49, the essential 
thing in securing facts from personal interviews is to 
get the credit applicant to talk freely about himself and 
his aims. To do this it is advisable, first of all, that the 
applicant be put thoroly at ease, as by starting the 
conversation on a topic quite remote from the subject 
of credit; then to lead up gradually to the subject of 
the applicant’s own business affairs. 


While conducting such interviews the credit man 
guides the conversation toward the securing of definite 
ee nae on many points. He gets answers to many 
important questions, often without directly asking for 
them. 


Following are some of the important questions an- 
swered in the course of a thorogoing personal inter- 
view: 

1. Does the applicant give the impression of thoroly under- 
standing his business? 

. Does he appreciate properly the competition he is or 
will be up against, and does he have clear ideas as to the 
best ways of meeting it? 

3. Do his personality and qualifications seem to fit in with 

the particular business in which he is engaged? 

4. Does he convey the impression of being industrious and 

ambitious to get ahead? 

5. Does he seem to possess perfect confidence in himself, 

and yet not appear so optimistic of nature as to lack 

common-sense caution? 
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6. What is his general level of education? 

7. Is his personal appearance favorable? 

8. Does his voice have a ring of sincerity and is he generally 
forceful and positive in expression? 

9. Does he seem modest or egotistical in his claim? 

10. Is he of a cheerful disposition? Does he seem worried? 

11. Does he appear to possess a sense of economy which 
could enable him to control expenses? 

12. Does he seem to possess full confidence in his business 
associates? 

13. Has he any outside interests in addition to those of his 
business? What are they? 

14. Does he give the impression of being very persistent in 
his demand for credit, or does he seem to be easily influ- 
enced by what you have to tell him? 

Such questions have a bearing upon two of the C’s 
of credit worthiness: character and capacity. They can 
be answered satisfactorily by the credit man’s power of 
observation and deduction. Other questions relating to 
capital are brought in as. naturally as possible in the 
course of the interview. But the great value of the per- 
sonal interview les in securing definite facts about char- 
acter and capacity—to be recorded as soon as possible 
after the interview is ended; for this information is of 
permanent value to the credit man. Capital conditions 
change from time to time, while character and capacity 
remain about the same from year to year. They indicate 
how closely capital conditions need to be watched in 
many cases. 

Credits that have been extended to persons with 
whom the credit man has had personal contact are 
handled with much greater certainty than in cases 
where contact is by correspondence alone. 

It is particularly at times when credit accounts become 
questionable that the credit man’s knowledge of the per- 
sonality of the customer is valuable in determining how 
to deal with him, for his character and capacity have 
much to do with whether or not he will pull thru tight 
places in his business experience. 
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When New Accounts Are Won from Competitors. When- 
ever a credit man has to deal with applications for credit 
from firms that have been won away from competitors, 
he wants to know the real cause of the change. He 
knows that changes are sometimes due to the fact that 
his firm is offering larger or more favorable credit terms 
—which may be larger or more favorable than is con- 
sistent with the new customer’s credit worthiness. 

Where the change has been prompted wholly or in part 
by credit conditions, the credit man will find out defi- 
nitely what was the trouble. Possibly the competitor 
had used rough-shod collection methods or had given 
offense in some other way. If so, he can plan to handle 
the account so as to avoid the mistake his competitor 
had made. 


It may be, however, that the competitor had willingly 
relinquished the account because the credit risk had. 
become too great. The credit man makes sure, of course, 
that this was not the cause of change before he accepts 
the new account. 


Competition for accounts based on credit accommo- 
dations should take the form of tactful efficiency in 
the making of collections, in showing sympathetic 
understanding of the customer’s difficulties and 
willingness to co-operate with him in removing them 
wherever possible, and the like, rather than in will- 
ingness to assume undue risks. 

The credit man has an opportunity to sell, indirectly, 
by means of fair, courteous, and efficient treatment of 
customers in dealing with their credit problems. 

Information concerning the cause of changes in ac- 
counts among competitors comes from the customer 
usually thru the salesman: Frequently the salesman 
secures valuable information concerning real grievances 
of the customers of his own house as well as of competing 
houses. 


Live credit men know how to co-operate with the 
sales manager in getting salesmen to be wide awake 
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to the importance of the credit information they can 
secure. 


Gathering General Information. In addition to specific 
information concerning the standing of particular firms 
secured from sources explained in previous pages, there 
are many facts relating to general trade conditions in | 
customers’ territories that need tabulating when they 
appear in trade papers and in the general press. Some 
firms keep a scrapbook for this purpose, into which clip- 
pings are pasted from time to time for ready reference. 


In handling information of this kind, it is necessary 
to classify it in accordance with the needs of the business. 
Such information is best indexed according to sales terri- 
tories if the firm distributes its product over a wide area. 


If customers in a certain territory are dependent for 
their income mainly upon certain basic industries, for 
example, it is obvious that any serious setback in those 
industries will adversely affect the trade of the whole 
territory. 


The study of territorial conditions is particularly desir- 
able when the general trend of prices is downward. At 
such times there is more likelihood that many customers 
will become overloaded with stocks that are unsalable 
at their former prices. 


The study of market trends, of the progress of the 
business cycle, in fact all those economic factors which 
directly or indirectly affect the general trend of credit 
risks—as explained in our study of economic fundamen- 
tals early in this training service—need to be watched 
closely. Trade papers, Government statistical reports, 
trade-association reports, and so on, are all sources of 
facts which affect the general business situation. 


Judging Local Conditions. Where an estimate, based 
upon the prospects of one or more local industries, is 
made of the probable future local conditions in a certain 
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territory, it is necessary to take very carefully into ac- 
count the marketing possibilities of that industry. 


For example, a bumper wheat crop in the Middle West 
does not necessarily signify a coming state of general 
prosperity. The bumper crop may cause thé market to 
become glutted, prices to recede, and so the ultimate 
benefit to the wheat-producing communities may be 
small. 


Retailers frequently misjudge their future needs for 
goods by failing to foresee the future buying power of 
the public as affected by the operation of the law of 
supply and demand. Hence it is up to the credit man, 
with the co-operative help of the sales force, to supply 
the economic information which his customers may lack. 

In a territory possessing many diversified industries 
the danger attending credit granting in the presence of 
declining prices is not nearly so great as in the case of 
a territory possessing but one large industry; for, as we 
saw in our study of economic fundamentals, all industries 
are not affected by adverse conditions at the same time. 
This is also true as to various parts of the country. 
Depressions usually travel from east to west in the 
United States. 

Caution in granting credits is exercised by taking 
into consideration territorial differences in business 
conditions. 

Where a general fall in the cost of every kind of labor 
has occurred in a certain locality, there is where the 
credit man must exercise the greatest caution in granting 
new credit, and in watching the limits of those already 
eranted. 


During a time of generally reduced buying power, it is 
only the more intelligent customers who will continue to 
thrive and make money. They will change their selling to 
fit changed conditions. They will anticipate changed con- 
ditions and prepare for them, as explained in Executive 
Manuals 3 and 4. A credit man must rate his customers 
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as to the amount of intelligence of this kind that they 
possess, and let this rating control his attitude toward 
individual customers in uncertain times. 

How good use is made of all the credit information 
that comes into the hands of a credit man from the vari- 
ous sources mentioned in preceding pages will be taken 
up in Part IT of this manual. 


SECURING AND USING CREDIT FACTS 
Parte ih 


Usine Crepit Facts 


HE records on file in a credit department contain 
the credit facts about all the customers of a house 
gathered from various sources, as explained in 
previous pages. This mass of information is so classified 
and distributed that all the facts bearing on the credit 
worthiness of any customer may be located quickly in one 
file, and the contents of this file are arranged in an or- 
derly fashion. 

Just how does the credit man use all these facts con- 
cerning the character, capacity, and capital of each cus- 
tomer of his house? That is the next question. Our 
answer to it will be more thoro if we first briefly survey 
and analyze the important matter of credit terms, or the 
terms of sale which regulate the time agreement as to 
when customers shall pay for goods delivered or services 
rendered. 


The Terms of Sale. Nearly every business has a fixed 
policy as to the terms of sale allowed to both new and old 
customers; that is, the term allowed to customers be- 
tween the time of shipping the goods or rendering the 
service and the time when payment is due. 

The customary terms of sale in many lines are either 
30 or 60 days, usually with a discount off the invoiced 
price for payment within 5 or 10 days from date of ship- 
ment, commonly called a cash discount. 

Customary rates of discount for cash payments have 
been established in most lines of business. These rates 
vary. Usually the longer the term of credit, the higher 
is the discount for cash, because the longer the credit 
term, the greater is the risk involved in most cases. Also, 
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of course, credit extended on the longer terms costs more 
for the creditor to carry, for credit is a loan of money or 
purchasing power, as we saw in Executive Manual 49. 


Cash discounts, therefore, range from 1 per cent to 
10 per cent, according to the length of credit terms and 
the amount of risk involved in making collections from 
those who do not take advantage of cash discounts. <A 
high cash discount rate is, of course, taken advantage of 
by a larger number of customers, as a rule, than when a 
relatively small discount for cash is offered. 


In some lines of business there is a tendency to do 
away with the offering of a discount for cash, mainly 
because the privilege is abused by customers who insist 
on taking the discount regardless of whether or not they 
are entitled to it. To refuse the cash discount to all but 
those who pay within the time fixed for allowing it is, 
obviously, a difficult credit and collection problem. Un- 
less the rule on cash discounts is enforced for all cus- 
tomers alike, we can see that there would be no end of 
trouble with customers and considerable loss, in the ag- 
gregate, in dealing with those who demand cash discounts 
on payments made beyond the time limit set by the 
terms of sale. 


Enforcing the Terms of Sale. One of the credit man’s 
important problems is that of enforcing the established 
terms of sale. He must treat all customers alike; that is, 
he must not make more or less liberal terms to one cus- 
tomer than he would make to any other under similar 
conditions. That is a basic element of good credit policy. 


If he has trouble with cash discounts, he may lessen 
the amount of it by a firm stand at the start of his rela- 
tions with each new customer. Here his tact comes into 
play. One way of eliminating much trouble—that is, 
preventing it from arising—is to impress upon all cus- 
tomers the fact that they are all treated alike, with no 
exceptions. He can also educate his customers into the 
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habit of abiding by the terms of his house. He can help 
make his customers appreciate the advantage to them of 
abiding by the terms of sale; and he can secure more 
cash payments by pointing out the profit to be gained by 
customers who take their discounts for cash, even tho 
they must borrow the money with which to pay cash. 


Credit men often encourage their customers to make 
use of their local bank. Retail dealers, for example, do 
not always know that they can profit by securing bank 
credit with which to pay their bills promptly and thus 
secure cash discounts. 


If the terms of sale made by the manufacturer or 
wholesaler to the retail merchant are, say, 2 per cent off 
for cash in 10 days, net 30 days (meaning that the full 
amount of the bill must be paid at the end of thirty 
days), then the merchant is, in reality, receiving 2 per 
cent on his money for paying it out 20 days before it 
would have to be paid—and 2 per cent for 20 days is 
equivalent to approximately 36 per cent a year, whereas 
the merchant can borrow money at his bank for, say, 
6 per cent a year. 

Wherever a business has access to bank credit for 
the purpose, or has adequate cash working capital, 
cash discounts should be taken. 

The wide difference between the cost of- bank credit 
and the amount saved by taking cash discounts explains 
the fact that a large proportion of the profits of many 
business concerns is earned by taking advantage of cash 
discounts. 


Terms of Sale Vary Widely. The terms of sale do not 
necessarily provide for a period of time to elapse before 
the customer has to pay up. But the terms may be 
strictly cash or C.O.D. (collect on delivery) or sight draft 
attached to the bill of lading and sent to the buyer’s local 
banker for payment before the buyer can get possession 
of the goods. Such arrangements for immediate pay- 
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ments are all classed as cash transactions. No credit is 
extended. 

Terms of sale vary all the way from cash with order 
to credit terms allowing a year or even longer in which 
to pay. This variation is largely by lines of business. 
Within any one line of business, the terms offered by 
competing concerns are usually fairly uniform. But 
terms vary widely as between different kinds of business. 
They also vary as between customers engaged in different 
lines of business. Furthermore, customers of strong or 
weak credit standing may receive different terms of sale 
—altho all customers in the same class as to their credit 
standing are treated alike with respect to terms offered, 
in accordance with the policy stated on a previous page. 

A strong agricultural-implement company that pur- 
chases steel from a rolling mill may be able, if it so de- 
sires, to secure terms allowing it six months in which to 
pay. But a small railroad that is in financial hot water 
may, on purchasing steel rails from the same company, 
be required to pay cash; the terms quoted it may be 
“Sicht Draft against B/L,” which means that when the 
rails are delivered, the customer must pay a draft drawn 
on him by the rolling mill before the bill of lading will be 
released. Since the customer cannot obtain the rails 
without surrendering the bill of lading, cash must be paid 
on delivery of the rails. 

Should the commodity ordered be of a special nature 
that could not readily be sold to another customer, or 
should the freight charges be high, the risk of the sight 
draft against B/L might be too great to warrant even 
that term of sale, for the customer might refuse to recelve 
the shipment. Sometimes a buyer who is weak on char- 
acter as well as capital will refuse to take up the sight 
draft on some pretext and try to effect a compromise set- 
tlement with the shipper. 

In the case of widely used commodities of standard 
design, the danger from the risk just mentioned is not 
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great, for the shipment, if refused, may be disposed of, 
with little or no loss, to others. But where the goods sold 
are not readily marketable to others, it is wise to obtain 
a substantial cash payment in advance, except in dealing 
with firms of high credit rating and standing. 

But assume that the agricultural implement manu- 
facturer and the small railroad above mentioned have 
equally good credit ratings. Even then the one might 
be allowed long credit terms and the other be required 
to pay cash simply because one is able to pay cash and 
the other unable to pay cash. 

Implement makers sell to dealers in farming communi- 
ties. Many farmers can pay for goods purchased only 
when they have sold their crops, and many crops can be 
sold but once a year. This means that the retail imple- 
ment dealer may be paid but once a year, forcing him to 
pay the implement manufacturer but once a year. The 
implement manufacturer may then pass the responsibil- 
ity on to his source of supply. Thus— 

The terms of sale to a customer may bear a well- 
defined relation to the customer’s terms of sale to 
others. 

The primary object of mercantile credit and the main 
cause of its development has been the fact that so many 
distributors of commodities have wished, or have been 
forced, to pay for goods purchased from the proceeds of 
their sales. 

But with the development of fast transportation and 
faster turnover of retail stocks, and with the steady ex- 
pansion of the use of bank credit in paying bills promptly 
and taking cash discounts, there has come about a gen- 
eral trend toward shortening the terms of sale in many 
lines of business. 


Terms on Sales of Capital Goods. When the commodity 
purchased is not to be resold, but is to be retained as a 
permanent capital asset in the business, the seller as a 
rule will not offer extended terms. Funds for such ex- 
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penditures usually come from accumulated surplus earn- 
ings or from a mortgage loan or a new issue of stock. The 
seller therefore expects prompt payment. 

A contractor, in erecting a building, may purchase ce- 
ment and reinforcing steel. He pays for these purchases 
when the owner of the building pays him. Most contrac- 
tors obtain cash from their customers every month, altho 
a definite percentage of the total amount due the con- 
tractor is usually not paid until the job is completed. 
Should there be any complaint about the work done dur- 
ing any month, the contractor may not get his remittance 
promptly. Then the steel mill and the cement company 
will probably have to wait for payment on their invoices 
for that month. This element of uncertainty varies in 
different cases. Unless the contractor is exceptionally 
strong as to his financial responsibility, the terms of sale 
to him are on virtually a cash basis. 


How Terms of Retailers Vary. When we come to the 
retailer, the terms of sale vary widely, altho the general 
movement is toward standardization of terms, as pre- 
viously stated. 

Terms of sale differ in cities and rural vicinities, in one- 
crop and diversified agricultural regions. In a pay-roll 
community, terms are often arranged according to the 
pay-day periods. 

There is a tendency to place a thirty-day limit on run- 
ning accounts with retail stores. Limits are also placed 
upon the amounts of monthly credits extended, varying 
with the size and credit standing of the account and with 
the character of the purchases. The retailer’s own credit 
problem calls for constant vigilance and will be fully 
explained later on. 


ESTABLISHING TERMS OF SALE 
Now that we understand how terms of sale vary, and 
why, we can find out how the credit man analyzes situa- 
tions in establishing terms of sale. 
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First of all, in many cases, he studies carefully all facts 
bearing on the customer’s character. If the customer is 
a corporation, he studies the facts that have a bearing 
upon the character of its officers and directors. 


Analysis of Character. Character is a matter of honor, 
both business and personal. From the credit man’s point 
of view, a man’s character is gauged largely by his inten- 
tions or inclination or attitude toward paying his bills. 


An investigation of character covers a customer’s past 
history, to determine whether or not it has always been 
honorable. 

A customer’s personal actions and deportment in the 
past serve as a fairly reliable measure of his charac- 
ter in the present. 

If the customer has a good reputation and high per- 
sonal honor, if he has never been engaged in questionable 
transactions, and if he keeps good company, we may feel 
reasonably sure that his character is good. 


The credit man is quick to note seemingly unimpor- 
tant trifles which often indicate business irresponsibility. 
Ill will toward competitors, lack of any evident disap- 
proval of some bit of sharp practice, an indication of 
tolerance of municipal graft and willingness to profit by 
it, apparent relish for newspaper scandal, the interlard- 
ing of conversation with vulgar ideas or language—such 
are the incidental indications of character which a good 
credit man is on the alert to detect. He is equally alert 
to perceive slight, but important, indications of good 
character. 


Frequently an undue “loudness” in clothes or a flagrant 
display of jewelry counts heavily against a credit appli- 
cant’s chances for favorable consideration. One credit 
man told how a boast of having cleverly evaded payment 
of a street car fare led to his refusing approval of a large 
sale to a man who was opening a new store. Subse- 
quently, this man failed in business, and the real cause 
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of his failure was to be found in the fact that he could 
not hold the confidence of his customers. 
Many credit men, bankers, and others who accept 


promises to pay regard character as the most impor- 
tant consideration in judging credit risks. 


Analysis of Ability. When the credit man has satisfied 
himself as to the character of an applicant for credit on 
open account, he then considers his ability. 


“Is he a good business man?”—that is the leading 
question as to ability. 


The answer will not be favorable unless the applicant 
is a well-rounded business man. He may be brilliant 
along certain lines and still fail in business unless he 
understands how to apply those general principles of 
profitable management brought out in the first eight 
executive manuals of this training service. 


His education and his past business experience throw 
light on his ability. But these are not enough facts by 
which to judge his ability. His plans for the future, 
his interest in current developments, his zeal for self- 
improvement and for improvements in the organization 
and operation of his business, his willingness to learn, 
and the like, are all important considerations in sizing 
up ability. 

Many of these and other evidences of ability, or lack 
of ability, become apparent to a wide-awake credit man 
in the course of a personal interview. Then, if the credit 
man can also personally visit the credit applicant at his 
place of business, he will observe many more evidences of 
ability or the lack of it. 


A complete analysis of ability would include the cus- 
tomer’s method of advertising, the location and the size 
of his plant, the kind and the number of machines he 
uses, the cost of his power, the system of his organiza- 
tion, his purchasing and selling policies and methods, his 
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nearness to supplies of raw materials and to his markets, 
his accounting and bookkeeping system, and so on. 


The credit man also tries to ascertain whether or not 
the customer shows good sense in his relations with his 
banks; whether he pays excessive dividends, fails to take 
favorable discounts, or carries fire, life, and casualty in- 
surance; whether or not be preserves a proper ratio be- 
tween his current assets and liabilities; what his turnover 
of goods is; and whether or not he shows economy (but 
not stinginess) in the management of his business. In 
short, it may be said that— 

Ability is determined by a critical survey of every 
important activity within the business of the credit 
applicant. 

A credit man, of course, will not take the time and 
incur the expense of a complete investigation of ability 
except in cases where the amount of credit to be granted 
is large in relation to the net worth of the applicant’s 
business. In all ordinary cases, a personal interview with 
the head of the business, together with facts about the 
business that are readily obtainable apart from a thoro 
investigation, will tell enough about the ability of a credit 
applicant. 


Analysis of Capital. When the credit man has satisfied 
himself as to the credit applicant’s business ability, he 
then turns his attention to capital. Here he can readily 
secure exact information, and his analysis of the financial 
condition of the applicant’s business will tell him whether 
or not the applicant will likely be able to pay his credit 
obligation when due. 


Information as to capital is secured from a late finan- 
cial statement showing assets and liabilities in detail. 
The credit man may have on file two or even more of the 
credit applicant’s statements made up at different times. 
He will ask for any additional information necessary in 
properly interpreting the significance of figures which 
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appear in the statement. In his perusal of the state- 
ment, he may rearrange it in a standard form, as shown 
in Figure 7. This matter will be discussed at length later. 


Analysis of Sales and Expense. Credit men know that 
many business executives have an idea that profits always 
come with increased sales. They do—if expenses do not 
increase too much at the same time. An increase in sales 
may at times be accompanied by an increase in losses. 


In the case of a retail merchant, for example, profits 
come from a good sales volume accompanied by a close 
control of expenditures which prevents the cost of doing 
business from rising faster than the increase in sales 
volume. Control of expenditures includes low-cost buy- 
ing of the right merchandise (merchandise that is readily 
salable at a profit) and in the right quantities, low-cost 
financing, low-cost advertising in relation to the results 
it brings; in short, it includes the attaining and maintain- 
ing of low costs everywhere in the operation of the busi- 
ness. 

The business man who does not know his costs seldom 
succeeds; the business man who does know his costs 
seldom fails. 

Consequently, credit men in general look with favor 
upon a credit applicant or customer who is known to 
know his costs; for the business man who really knows 
his costs is the man who guards against excessive ex- 
penditures for materials and supplies or merchandise. 
He gives credit men very little trouble. 


From the standpoint of a wholesaler selling to small 
retailers, let us now consider the importance of business 
ability as shown in the frequency of stock turnover, re- 
membering that the credit man’s analysis of a customer’s 
sales and expenses in many instances is of even more 
importance than his analysis of a customer’s general 
financial statement. 


Balance Sheet v. Sales and Expenses. Assume that two 
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aera te 
ASSETS 3/1/24 
Cash ee SHol 0 
Bills Receivable | 
Accounts Receivable 1/5}1/8)3/1 
Liquid Assets 1|6/4/3)3/) 
Raw Material 
Product, Mdse. and Supplies | 
Current or Quick Assets | | [1/6]4]3]/3]1 
Real Estate and Buildings 16}0/0/0/0/0 
Plant et al 
Other Assets 1|2|5/0/0}0 
Total Assets 8/8{9/38)/3}1 
LIABILITIES 
Accounts Payable 5|4/0)0 
Bills, Payable, Bank | [2|5/0/0/0 1 
Bills Payable, Stockholders 
Bills Payable, Others 
| | 
Current Liabilities 3/0/4/0)0 
Bonds and Mortgages | |3}/0}0/0/0)0 
Liab. Excl. Capital Stock 3}3/0}4/0\0 
Capital Stock | 
Surplus—Net Worth 5|5/8/9/3/1 
Total Liabilities 8|8/9|3|3|1 
| 
Cash, Bills and Accts. Receivable 1/6|4/3/3{1 
Current Liabilities 3|0|4]0|0| 
Balance 1/3/3/9|3}1 
Inventory Accounts | 
Net Quick Assets 1/3/3/9|3/1 








Figure 7. Reclassified Credit Information on Standard Statement. 


merchants, Anderson and Brown, are both in the same 
condition as to assets and liabilities, each having $10,000 
in assets and owing $6,000. Each one has an equity in 
his own business of $4,000, which is the net worth of the 
business. Hach business, therefore, belongs more to the 
creditors of the business than to the proprietor. From 
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the standpoint of granting more credit, each business 
seems to be a poor risk. 

Both of these merchants want to buy on very long 
terms of credit; say, three months. Should the credit 
man for the wholesale nouse turn them both down? 

Not necessarily—not, at least, until he has taken into 
consideration their sales and expenses in each case. He 
does this and finds the following facts: 


CASE I 
Anderson has $10,000 
Anderson owes 6,000 
Equity $ 4,000 
Sales $18,000 
Gross profit 4,900 
Expenses 4,800 
Net profit $ 100 
Average gross receipts each month $ 1,500 
Less average monthly expense 400 
Average net receipts each month $ 1,100 


Anderson owes $6,000 and it necessarily takes him 
three months or more to pay his bills. Undoubtedly, he 
is a very poor credit risk. 


CASE II 

Brown has $10,000 
Brown owes 6,000 

Equity $ 4,000 
Sales $36,000 
Gross profit $ 9,000 
Expenses 7,200 

Net profit $ 1,800 
Average gross receipts each month $ 3,000 
Less average monthly expense 600 


Average net receipts each month $ 2,400 
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Brown owes $6,000 but is far ahead of Anderson in 
ability to pay his bills. He makes $1,800 net profit and 
can pay his bills for merchandise easily within the long 
term of credit (three months) for which he asks. Un- 
doubtedly, he is a good eredit risk. 


Those two cases illustrate the fact that— 


Sales and expenses are more of a determining factor 
in deciding on credit risk than is the balance sheet. 
Credit men are always vitally interested in the relation 
between sales volume and operating expenses. Large 
sales and even rapid stock turnover may mean little un- 
less expenses are held down. The difference between the 
monthly receipts from sales and the monthly expense of 
operating the business is the total of the amount avail- 
able for paying bills to wholesalers and manufacturers in 
the case of retail merchants. In a business of any kind 
its suppliers can be paid only when there is enough net 
receipts for taking care of all its bills after all neces- 
sary current expenses have been paid, such as rent and 
pay rolls. 


Judging Credit Risks. When the credit man has se- 
cured and analyzed all the facts in any case, he is in 
position to decide just what he can safely do as to allow- 
ing credit in that case. In coming to this decision, he 
balances the favorable factors against the unfavorable 
ones, giving each due weight and consideration. He is 
in the position of a judge examining the evidence before 
he hands down a decision. 


But he must do much more than analyze the facts as 
they are; he must anticipate facts as they will be in the 
future. He must be able to get away from the detail in 
the reports and figures which are before him and see the 
human beings who are behind them, for it is his duty to 
forecast what these human beings are likely to do in the 
future. He utilizes their past record only as a basis for 
prophecy. 
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He makes a survey of the situation from its economic, 
legal, and human standpoints. He examines the data for 
evidence of contingent liabilities which are not shown on 
the balance sheet; tries to anticipate the possible, and 
particularly any probable misfortunes which might befall 
the company; and then re-examines his records to see 
how the firm could protect itself in such eventualities. 


The credit man must anticipate failures among his list 
of customers in time to prevent losses to his firm. He is 
interested, therefore, in the several causes of business 
failures as reported and analyzed by the large mercantile 
credit agencies. 


Statistics of Failures. After the credit man has ex- 
amined an application for credit from the three funda- 
mental standpoints of character, ability, and capital, he 
must know what weight to assign to each of these ele- 
ments. He will be aided in this by a survey of statistics 
on the subject of failures. Knowing the main causes of 
failures and the percentage of total failures to which 
each cause is assigned, he can then more intelligently 
weigh the relative importance of character, ability, and 
capital. 

The causes of business failures during 1923 and 1924 
are charted in Figure 8. The facts used in making the 
chart were taken from the weekly magazine issued by 
The Bradstreet Company, and the chart shows graphi- 
cally the percentages of the total number of failures due 
to the various causes. These causes are: lack of capital, 
incompetence, specific conditions, fraud, inexperience, 
competition, unwise credits, neglect, failure of others, 
speculation, and extravagance. 


Figure 8 shows that, on the character side, nearly 4 per 
cent of the failures were due to fraud. On the capital 
side, 32 per cent of the failures were due to lack of capi- 
tal. Incompetence, the general cause of failure on the 
ability side, accounted for 34 per cent of the total failures. 
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Specific conditions in the business not directly traceable 
to incompetence accounted for about 20 per cent of the 
failures. Other causes allied with incompetence include 
inexperience, which ran 5 per cent, and unwise granting 
of credit, over 1 per cent. Neglect, failure of others, 
speculation, and extravagance combine in very small per- 
centages to make up the total, as shown in Figure 8. 

Thus in about 7 cases out of every 20, lack of ability 
was the cause of failure, while 1 out of every 20 failed 
thru fraud, and 6 out of 20 lacked adequate capital. This 
accounts for 14 out of every 20. Of the remaining 6, 
about 5 failed thru specific conditions, such as failures 
caused by a flood or fire or cyclone or any uncontrollable 
cause apart from lack of character or capital or any def- 
inite evidence of incompetence. This leaves 1 out of 20 
for the miscellaneous causes shown in Figure 8. 

The use of such figures by the credit man is evident. 
If he knows that 7 out of every 20 failures are caused by 
lack of ability, he will attach considerable weight to abil- 
ity in deciding on credit risks. 

Such figures can serve, of course, only as very general 
guides to the credit man. In some lines capital counts 
much more heavily than ability, while ability is the great 


Per Cent 
of Total 


ROH 


Competition. .......4. 1.23% 


Unwise Credits........ 1.24%, CL 


Failure of Others. ..... 1.37% ; 


Inexperience.......... 4.72%} 


Specific Conditions... .. 18.75% 


Lack of Capital........ 32.48% 


Figure 8. Causes of failures for the years 1923 and 1924 combined, as 
reported by Bradstreet’s weekly magazine. 
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requirement in other lines. Statistics by lines of business 
are available from Dun’s reports and from the Survey of 
Current Business, compiled by the Bureau of Census. 
Statistics on the causes of failures in particular lines of 
business would be very valuable, but so far no agency has 
made a practice of compiling these for all lines. 


Handling Different Classes of Customers. Purchasers of 
merchandise usually come from widely separated sections 
having different industries and diverse needs. It is 
obvious that credits to country merchants in one-crop 
agricultural districts must be handled differently from 
those to merchants who sell largely to, say, dairy farmers 
who receive their milk checks each week or at least once 
a month. 

Credit terms and policies are usually sufficiently flex- 
ible to take care of the needs of different classes of cus- 
tomers, varying according to the time or times of the year 
when the customer is paid by his customers or otherwise 
receives his income from sales. 

The credit man knows the differences between fruit- 
growing and mining sections, lumbering and cattle-rais- 
ing regions, and cities and towns inland or on the coast. 
He knows whether or not the population is growing. He 
knows the principal industries of the town and their pros- 
pective activity. 

The credit man needs to know the particular needs of 
each buyer’s public so that he can judge better 
whether or not his customers buy the right goods. 

A profusion of silks in stock for sale in a mining town 
or a large stock of overalls in a health-resort town could 
only signify wrong buying unless some unusual circum- 
stance prompted the order. The credit man must under- 
stand thoroly what are the right proportions of stocks 
that should be carried in various lines in relation to the 
total sales volume of merchants in any one region. In 
other words, he knows his customers’ markets, so that he 
can detect and question unintelligent buying. His col- 
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lections are influenced by the way in which his goods are 
resold in case he is selling to distributors of merchandise. 
He wants each customer, so far as possible, to purchase 
goods that are readily resold. 

The credit man—whether his customers are factories, 
offices, or stores—is more willing to give credit if he 
knows that a customer is buying goods, materials, or sup- 
plies that will be profitably used by the customer. 


Legal Considerations. The credit man should also have 
valuable use for much legal information. If he passes 
upon credit sales to large distributing houses, he should 
know how the laws of each state affect collectibility of 
accounts made by its citizens. 

He need not be a lawyer, but he should be familiar 
with the statutes on: exemptions and collections in each 
state, or have them at hand for reference. He knows that 
there is no great degree of uniformity in the laws of the 
different states, so that what is safe in one instance by 
reason of rigorous statutes might be foolhardy in an- 
other, because of liberal exemptions behind which a dis- 
_ honest customer could take refuge if he chose. 


The National Association of Credit Men has been 
striving for standardization of the various state laws of 
this nature, and to a large extent has succeeded, so that 
now the lack of uniformity is not nearly so marked as it 
once was. 


The credit man should also know the essential features 
of the laws bearing on partnerships and corporations, 
mortgages, Judgments, executions, transfers, liens, and 
inheritances in each state where the house has debtors. 
This information accumulates in the credit man’s files 
as the result of cases handled. Properly indexed, these 
cases afford useful reference for handling similar cases 
in each state. 

Printed summaries of the laws of each state are pro- 
curable in book form; but the credit man obtains from 


USING CREDIT FACTS 47 


this source no such guidance as is afforded by his own 
records of sales and dealings with buyers. In time these 
records become so varied and complete that they cover 
the needs of most cases and furnish a practical plan of 
procedure. 

Legal problems of vital importance to business execu- 
tives are thoroly covered in the last major section of this 
training service. 


Securing Prompt Payments of Accounts. The credit man 
must take into consideration the need of his house for 
prompt payments on the part of its customers. 

The capital of his house is tied up as long as an ac- 
count remains unpaid, and for that reason promptness in 
securing payments has a direct relation to the net profit 
his house earns. 

It is not difficult to calculate the average time for out- 
standing indebtedness, and this supplies the means of 
computing the actual loss in the form of interest on the 
money involved. If the average time between billings 
and collections can be reduced, either by shortening the 
average terms allowed or by expediting collections, the 
saving of interest is a real one that accrues to net profit. 
If overdue payments are neglected, they soon mount up 
to a large sum, the interest on which is a real loss of net 
profit. 

The collection problem, which is intimately related to 
the problem of granting credits, will be completely cov- 
ered in Executive Manuals 54 and 55. 


Changes in Credit Extensions. When the credit man has 
reached his decision in any case, he records it in perma- 
nent form, usually on a credit card which is filed for 
reference. (The credit card will be explained in detail 
in Executive Manual 51.) On this card will probably be 
indicated a credit limit in excess of which the amount of 
credit outstanding at any one time will not be allowed to 
go, and this credit limit may be changed at any time, as 
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when the financial condition of the customer undergoes 
a marked change for better or worse, or when the need 
of the credit man’s own house for more business or for 
curtailing its credit extension as a whole makes expansion 
or contraction of credits advisable. 


The credit limit of a small country merchant may be 
fixed at, say, $1,000 of indebtedness to the credit man’s 
frm. But if a drought burns up the crops in his section, 
his collections and sales will be poor, so that he will prob- 
ably be unable to meet his obligations to the house as 
promptly as before. In such cases it is plain that this 
merchant’s line of credit, or credit limit, should probably 
be decreased, altho it may be necessary to allow him 
longer terms. Thus— 


A credit man must be always on the alert to detect 
all changes in conditions which affect the degree of 
risk involved in maintaining the established lines of 
credit extended to all his customers. 


Whether passing upon new accounts or on the credit 
standing of old accounts, there are some things to be 
considered that do not clearly fall under the three C’s— 
character, capacity, and capital—such as: 


1. Industrial conditions—the probability of strikes or of 
reversals in lines of business on which the business to 
which credit is extended depends for demand of its 
products. A retail lumber dealer, for example, depends 
for business largely upon building activity in his locality. 


2. Weather conditions. Unseasonal weather may increase the 
risk of selling to retail accounts in one or more localities. 
Or an insect pest may injure crops to such an extent as to 
affect adversely the credit standing of an entire agricul- 
tural community. 


3. Changes in general or territorial business conditions as a 
whole. General and territorial trade depressions must be 
anticipated in time to prevent losses thru the failure of 
customers at such times. Also, failures thruout the coun- 
try usually increase in January, after complete audits of 
books have been made. Many of these audits reveal a 
weaker condition than had been supposed, altho the cause 
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of the weakened condition may, of course, be traced to a 
deficiency of character, capacity, or capital. 


It is apparent, on the side of ability, that— 

What the customer knows about the causes of 
changes in general business conditions and his ability 
to anticipate the effect of such changes on his busi- 
ness and to regulate his buying and selling activities 
accordingly, is a very important factor in the credit 
man’s consideration of ability. 

There are, in fact, few fortuitous happenings that 
adversely affect business concerns—such as floods, storms, 
and fires—which cannot be charged against ability or 
lack of capital. Insurance against such losses is avail- 
able, and the credit man, of course, wants to know that 
his customers are carrying adequate protection of this 
kind. 


Credit Insurance. The credit man is now interested in 
the fact that insurance is also available to protect his 
own firm against exceptional credit losses. 

It is principally for protection against unusual and 
uncontrollable credit losses that the practice of offering 
credit insurance was originated. This branch of insur- 
ance is still in its infancy, but it is already being used 
by many firms both large and small. 

Usually, however, credit insurance is employed only 
by business houses which deal largely with rated cus- 
tomers. The premiums charged to deal with unrated 
customers, when these accounts are covered, is, of course, 
much higher. 

Credit insurance covers only the excess over an aver- 
age of losses for past years and only for these excess 
losses up to a certain amount stipulated in the policy, 
altho a policy is sometimes unlimited in amount over 
this average. Furthermore, this insurance does not cover 
the total loss, because, strictly speaking, a bad-debt loss 
is not all actual loss to full amount of the debt; some of 
the total amount represents the margin of profit between 
cost and selling price. 
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It is difficult to predict how extensive the use of credit 
insurance will become, but there is no doubt that its 
use has increased in recent years. 


We have now covered the main sources of credit infor- 
mation and have gained a start toward a thoro under- 
standing of the use that a credit man makes of this 
information. In Executive Manual 51 we shall take up 
in detail the credit man’s analysis of financial statements. 
This will give us many of the important things that 
every executive should know about financial statements, 
particularly from the viewpoint of a lender of purchas- 
ing power; whereas, in a preceding manual, we analyzed 
the financial statement from the viewpoint of the bor- 
rower. Then, later on, in the major section of this train- 
ing service that deals with accounting and statistical 
control, we shall complete our understanding of financial 
statements from the viewpoint of their use as a means 
of efficiently controlling all the major activities of a 
business. 


The check-up on principles and Executive Problem 50, 


which follow, should be handled carefully before Execu- 
tive Manual 51 is taken up. 


CHECK-UP ON PRINCIPLES 
Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 
use, sO you need not send it in to the University. 


Check 
Yes} No 





1. “The two great rating books, Bradstreet’s and 
Dun’s, comprise the credit man’s bible. He follows 
them implicitly.” Is that statement complete? 





2. Do you agree that there are very few mercantile 
concerns doing other than a local business, which can 
get along without Bradstreet’s or Dun’s service? 





3. A concern in the food line was willing to ship 
initial orders up to $50 to new customers if the Brad- 
street and Dun ratings were satisfactory. Later a full 
investigation was made. Did that method indicate 
sufficient caution was being taken? 





4. Individual orders were large in money value and 
the credit man strictly held to the policy of tapping 
all known sources of information in each individual 
case. Was he unduly careful? : 








5. At a national convention one credit manager was 
overheard saying to the credit man sitting next to him, 
“The most valuable information I gather comes from 
creditors of the applicant whom he did not give as 
references.” Do you think that statement exaggerated? 








6. In your opinion, does every community need a 
local bureau for clearing credit information? 


7. Is there one in your community? 





re 


8. A new salesman in the territory sent in an order 
from a dealer whom his concern was already suing— 
without his knowledge—for $200, and wrote, “He is 
doing a good business and his store is always filled with 
customers.” Would a credit manager be justified in 
ignoring this report? 
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9. A certain credit man let the sales manager, who 
was overzealous in taking the salesmen’s part as regards 
orders from new customers, have his way in the case of 
a couple of small orders. 

(a) If the orders proved good, would this promote 

co-operation on the part of the sales manager? 
(b) If the orders proved bad, would this promote 
co-operation on the part of the sales manager? 





10. Is the Douglas Crop and General Conditions 
Map, as printed in the LaSalle Business Bulletin, of 
greater practical assistance to the credit man than the 
Collections Map? 





11. The credit manager of a large wholesale dry 
goods house in answer to a question said, “The credit 
man should know the percentage (of gross income) of 
every possible expense that a merchant can safely pay, 
such as rent, selling expense, executive expense, adver- 
tising, insurance, cartage, etc.” Was he asking too 
much? 





12. Will the increase in the use of credit insurance 
tend to make the credit man’s services less needed? 


Yes 


ae 








Check 


No 





Executive Problem 50 


THE ESSENTIAL SOURCES OF INFORMATION IN 
JUDGING A PARTICULAR CREDIT RISK 


Showing the Number, Reliability and General 
Value of Sources 
Unpber THE LAaSatLte PropteM METHOD 


CHI CHS 


HE ratios of a customer’s business give 

the credit manager a credit measuring 
stick which experience has proven to be indis- 
pensable. To judge risks, he must have accu- 
rate data by which to gauge the relation of 
profits, costs, and expenses to sales, and the 
ratios of obligations of various kinds to assets. 
Yet he must not lose sight of costs in his own 
department. He can’t afford to “go the limit” 
in his search for information. There is a limit 
to the information that is necessary and he 
must know where that limit is. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed, 
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Executive Problem 50 


THE ESSENTIAL SOURCES OF INFORMATION 
IN JUDGING A PARTICULAR 
CREDIT RISK 


The point at which sufficient information can be said 
to have been gathered to justify a decision varies with 
the circumstances. 

In the first place, the value of the information received is 

affected directly by its source. Is it an absolutely unbiased 

one? 

Then again, the greater the size of the order, the greater will 

be the necessity to get information. 

The cause which prompted a merchant to send in an order 

influences the degree of necessity for thoroness. If a sales- 

man sent it in, it can be looked upon as a matter of course, 
but if it is received thru the mail unsolicited, it should be 
scrutinized more critically. 

The signs indicated by the initial information which is ob- 

tained will sometimes fix the extent of the investigation. 

Where all the information as it comes in is favorable, it 

stands to reason that a decision can be reached more readily 

than in a case where an unfavorable item of information is 
received. 

The policy of the firm, governed by the experiences it has 

had with the trade, will also help to determine the point at 

which it can be said sufficient evidence has been obtained. 


STATEMENT OF PROBLEM 

The Hardware Products Distributing Company is a 
large jobbing house in a Middle-Western city, and is 
regularly extending credit on new accounts. It has a 
well-organized credit department which makes every 
effort to keep its credit files up to date by tapping every 
necessary source of information. In addition to sub- 
scribing to the Bradstreet and Dun services, the firm 
takes advantage of all other regular channels for gather- 
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ing information. It makes regular use of the Credit Interchange 
Bureau, which is connected with the National Association of Credit 
Men, and subscribes to the Iron and Steel Board of Trade, an or- 
ganization which clears credit information in this line of business. 


In addition to these outside sources, its force of traveling sales- 
men is instructed to send in first-hand information. Every order 
from a new account must be accompanied by certain credit infor- 
mation which the house desires to know. This is entered on a 
special report form. 


Besides furnishing information on new accounts, the salesmen are 
required to watch for fresh credit information when covering their 
territories. 


The Hardware Products Distributing Company’s credit losses 
each year are a fraction of 1 per cent of its total sales. This is 
true, not because of any rigid; ironclad credit policy, but because it 
carefully uses all necessary information available prior to extending 
credit and actively follows up every overdue account in the early 
stages of its tendency to slowness. 


During May, 1924, James Barber, of Brownsville, Tex., wrote in 
to the Hardware Products Distributing Company inclosing an order 
for miscellaneous items of hardware amounting to $400, and stating 
it was for stock replenishment. This being his first transaction with 
the company, he sent along a statement of his assets and liabilities, 
together with the names of two trade references, as a basis for credit. 


This statement seemed fairly satisfactory, showing a net worth 
of some $5,000. Mr. Barber’s receivables seemed rather large for 
his size of business, but in view of his location—the border section 
of Texas—this need not indicate anything abnormal. 


On looking over the geographical distribution of his credit cards, 
the Pari Products’ credit man found no accounts open with 
any customers in Brownsville. He also found out from the sales 
department that the sales force was not at the time including this 
town on its regular route, because of the small amount of trade it 
was able to acquire there, The company had had two small cus- 
tomers in Brownsville about three years previously, but these had 
discontinued relations. 


The inability of the sales force to co-operate in this case forced 
the credit man to dig up whatever information he could himself 
in order to check up on Mr. Barber’s statements. 


He knew Brownsville to be a border town on the Rio Grande 
River near the Gulf Coast, served by the Gulf Coast Lines and the 
Rio Grande Railroad. It had a population of about 12,000 and 
was a port of entry. The means of livelihood in the vicinity were 





EXECUTIVE PROBLEM 50 57 


both agricultural and industrial. Cameron County, of which 
Brownsville was the county seat, shipped live stock, garden truck, 
fruits, and cotton. Industrial activities were confined to tanning, 
broom, ice, and brick factories. 

That was the extent of the credit man’s information when the 
order was first received. & 

Be certain you have the details of this situation in mind when 
you turn to answer the specific questions in your working papers. 
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